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THE CANADIAN CHARTERED ACCOUNTANT 


Editorial Comment 

Unlike the students in collegiate institutes 
The Annual and universities who write their qualifying 
Examinations examinations in the months of May and 

June, the candidates of nearly every pro- 
vincial institute of chartered accountants sit for examina- 
tions early in December. The general opinion is that the 
choice of this time is a satisfactory one. From a survey 
made a few years ago and published in these columns, 63.8 
per cent. of commercial and industrial corporations have 
their fiscal year coinciding with the calendar year.* This 
means that the first months of the year—until income tax 
returns are filed on or before 30th April—are rush periods 
for chartered accountants and their staffs. The conditions 
which exist at such a time are not conducive to concentrated 
and profitable study for students under articles, and the 
Institutes recognize the advantages of holding examinations 
prior to the busy season. To those who are engaged in 
writing examinations this month, then, and who during the 
past year have been faithful in their studies, we wish 
success. 

At present the subject of examinations is an important 
one in the counsels of our Dominion Association, and the 
possibility of having uniform examinations throughout the 
nine Institutes was considered less than two weeks ago at 
a meeting of provincial representatives in Winnipeg, a re- 
port of which is published in the general notes this month. 
This endeavour of our Institutes to have uniform standards 
for the profession is a commendable one, and we earnestly 
trust that the realization of their efforts will come within 
the next year. 

There are times when the reliability 
Examinations A of the examination system as a means 
Necessary Gateway of testing or selecting candidates for 

the professions, the civil service or 
other callings, comes under attack. As substitutes, the 
interview with the candidate and a consideration of his 
past achievements have been offered; but the inadequacy 
of any such tests everybody will acknowledge. Though the 
present system of examinations has its weaknesses, most 





*See the reference to the Natural Business Year in the December 
1934 issue. 
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people will agree that examinations are more and more a 
necessary gateway not only to entry on a career but also 
to promotion within it. 

With the adoption of uniform examinations 
Supplemental in Canada careful thought will have to be 
Examination given to the matter of supplemental exam- 

inations, since some of the Institutes do not 
make provision therefor but require candidates who fail in 
one or two papers to re-write the whole examination. Other 
Institutes grant to the student, who passes well in other 
papers, the privilege of writing (within a specified time 
limit) a supplemental examination in the paper or papers 
in which he fails. 

On the subject of supplemental examinations, we feel, 
like Sir Roger de Coverley (that interesting character in 
Addison’s “Spectator”), that “much can be said on both 
sides.” There is something pathetic in the sight of a can- 
didate repeatedly failing in an examination, perhaps a dif- 
ferent paper each time, and repeatedly trying all over again, 
just as in one of our children’s games a wrong move lands 
the player in the section “back to start.” In our close asso- 
ciation at various times with examination candidates, we 
have watched the effect on some individuals of “missing” 
an examination and having to write all papers again. Since 
they usually regard their whole career as being at stake, 
they sometimes lose heart and develop a sense of inferiority 
—a state which is conducive to failure at their next attempt. 
And possibly more depressing to them still is to pass with 
distinction in the subjects of major importance and be held 
up by failing to make the grade in one of much less con- 
sequence. 

On the other hand, if it is permissible to take an exam- 
ination piecemeal, there is the possibility of ‘cramming”’ 
for each subject individually and thus defeating the whole 
purpose of an examination—which is to test the candidate’s 
knowledge of the prescribed field of study. On this point 
there is a helpful observation which appeared in a recent 
issue of “The London Times.” “Attention must be paid 
throughout,” stated the editor, “to the basic distinction be- 
tween selection on the one hand, and qualification, or the 
reaching of a minimum standard, on the other. In the latter 
case latitude is justifiable, and anomalies deserve criticism. 
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In practice a compromise, by which, if a specified number 
of papers be passed, the remainder may be taken separately, 
is a common rule. Many of the public services are, how- 
ever, recruited by direct competition between the best brains 
from the universities and elsewhere, and it is inevitable that 
examinations for this purpose should be taken as_a whole 
at one series of sittings.” 

Not infrequently we hear the complaint 
Time Limits that the average candidate is unable to 
In Examinations complete to his satisfaction most of the 

accountancy papers within the time limit. 
On the other hand the opinion is expressed that failure to 
finish is due to the fact that the examinee is too slow be- 
cause he has not a thorough grasp of his subject. Here 
again there is something to be said on both sides, and we 
take the opportunity of referring to some observations made 
recently by Mr. Fisher, the immediate past president of the 
Institute of Chartered Accountants in England and Wales, 
at the dinner of a chartered accountant students’ associa- 
tion in Leeds. After reminding the candidates that they 
must recognize the difference between actual practice and 
an examination, Mr. Fisher said: “In practice one has to do 
things; in an examination one has to some extent to show 
that one knows how to do things. In practice the problem 
set out in the first question of a paper might quite well 
occupy a whole morning; in an examination one has to 
satisfy the examiner primarily that one knows how to do 
the problem, and must convey this fact to him in such 
complete form as is possible in the time, .... Another dif- 
ference between actual practice and an examination question 
is this: in practice one spends much time looking for infor- 
mation, and looking whether there ought to be more infor- 
mation, and in deciding to discard certain other information 
as not being relevant. Now in an examination question 
one knows: first, that all necessary information is there, 
and, secondly, that as far as possible no information is there 
which is not relevant.” 


These are a few observations which we trust will be help- 
ful to candidates at this important moment in their career. 
We believe with Mr. Fisher that many failures.in examin- 
ations have been due to bad management rather than to 
lack of knowledge. 
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The ways and means employed by the Bank 
Banking of Canada to regulate currency and credit in 
Operations the best interests of the economic life of the 

nation may not be clear to everybody, and we 
welcome the opportunity of publishing this month Mr. 
Plumptre’s interesting explanation of the open market oper- 
ations of the Bank. As readers will want also to understand 
something of the operations of the Bank of England, our 
Editorial Committee is endeavouring to have a paper on the 
subject for publication in a coming issue. 

Increases or decreases in the rates charged by central 
banks for the discount of bills and on borrowings of the 
commercial banks have been the devices employed in other 
countries for exerting influence upon the total volume of 
credit; but, as some of our readers will recall, during the 
unsettled financial conditions on this continent in recent 
years, the raising of the bank rate failed to reduce borrow- 
ing until an acute stage had been reached, and a subsequent 
lowering of rates of discount did not result in a prompt 
expansion of credit. An important feature of central bank 
control is based on the fact that any increase in its assets 
causes an increase in money in circulation or in the reserves 
of the commercial banks. As Mr. Plumptre points out, since 
its establishment the Bank of Canada has through security 
purchases exerted a gradual pressure towards credit ex- 
pansion. The effect, then, has been to increase materially 
the reserves of the chartered banks, thereby encouraging 
an easy-money policy and expanding credit facilities. 

In the face of economic conditions our central bank’s 
operations have caused a profound change in the nature of 
bank credit. The lack of a commercial outlet for the credit 
created by their ever-increasing reserves has compelled the 
chartered banks over the past few years to make heavy 
security investments in order to absorb these reserves. Ac- 
cording to the annual return of the classification of loans 
in Canada by the chartered banks at 31st October a year 
ago, which was tabled in the House of Commons at the last 
session, loans constituted only about 40 per cent. of total 
bank credit as compared with 60 per cent. in 1933. During 
that four-year period commercial loans declined 14 per cent. 
Government and municipal security holdings were 46 per 
cent. greater in 1937 than in 1934. The return showed that 
up to that time governmental borrowing had been by far 
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the greatest single type of financing. According to the 
Monthly Commercial Letter of The Canadian Bank of Com- 
merce, similar conditions have existed in the United States 
where investments until recently have been about 60 per 
cent. of bank credit. 


There are evidences in Canada of a gradual recovery of 
commercial credit demands thus tending to turn the ratios 
of bank credit in favour of commercial loans. The wheat 
crop in the prairie provinces this year is bringing more nor- 
mal conditions to Western Canada; and the increased bank 
credit required to finance the grain growers, dealers, ex- 
porters, and other agencies involved in Western agriculture 
is a contributing factor in a changing ratio. 

The operations which Mr. Plumptre has so 
How Much clearly described are designed to regulate the 
Credit? volume of credit; but what considerations, the 

reader will ask, dictate the amount of money 
which a country needs at any given moment? On this point 
we quote from an address delivered in October 1937 at a 
meeting of the Chartered Accountant Students’ Society of 
the Province of Quebec by Dr. Donald Marvin, who until 
recently has been the economist of the Royal Bank of Can- 
ada. “When a country has too much money,” he stated, 
“prices of both securities and commodities tend to rise, and 
when the supply is inadequate prices tend to fall. If Can- 
adian prices are high, then outsiders will be willing to pay 
less for Canadian currency, and if they are low, Canadian 
currency is more highly valued in the outside world. If 
Canadian currency is too plentiful, rising prices reduce the 
purchasing power of those who depend upon fixed income. 
Rising prices also penalize wage earners, since wages or- 
dinarily do not rise as rapidly as prices. Falling prices, on 
the other hand, tend to reduce the volume of business ac- 
tivity and create unemployment. Rising prices injure cred- 
itors and falling prices injure debtors, making the task of 
paying their debts more difficult. It is a stable price level, 
or one that rises very slowly, that provides the best oppor- 
tunity for a sound expansion of business .... When volume 
of production increases, the failure to provide additional 
money usually brings falling prices. If money is thought 
of as the medium which facilitates the exchange of one kind 
of product for another, it gradually becomes clear that the 
ideal volume of money is that which is proportional to the 
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volume of production. That one sentence is the clue to 
sound monetary policy. .... The provision of an adequate 
supply of money, the tightening of credit when speculation 
is getting out of hand, and supplying the banks with suffi- 
cient cash so that loans will be granted freely when justified 
business expansion is under way, requires the best judgment 
that the country can command. Information as to volume 
of production in all parts of Canada must be secured, con- 
stant contact must be maintained with monetary authorities 
in other countries, intelligent co-operation must be secured 
from the governments, the banks and the financial com- 
munity. To achieve this end the Bank of Canada must 
maintain an unusual organization.” 

While a central bank’s function in controlling 
The Bank the nation’s credit structure is made effective 
Of France through its operations in the security market, 

the effectiveness of this control is governed in 
a large measure by the limitations imposed on the scope 
of the bank’s activities. A brief reference in the September 
bulletin of the Royal Bank of Canada to the Bank of France 
illustrates how restricted powers can seriously hamper the 
value of a central bank’s activities. With its branches scat- 
tered throughout the country, the Bank is peculiarly 
adapted to serve the typical small business of France and to 
extend credit to trades people in every village and hamlet. 
Until July of this year, however, the Bank of France had 
no power to influence the French credit structure by “open 
market” operations in the security field. During the period 
of world deflation this Bank was powerless to co-operate 
with the central banks in checking the downward trend by 
regulating credit in France, and French gold stocks accumu- 
lated without having any appreciable influence upon world 
credit. Now the Bank has been empowered to engage in 
the buying and selling of short-term government securities 
and commercial paper, thus enabling it to engage in more 
active regulation of the credit structure and to harmonize 
its operations with those of other central banks. 


On 17th November the Governments of 
Reciprocal Canada, the United Kingdom and the 
Trade United States signed reciprocal trade agree- 
Agreements ments which, in addition to-bringing large 
trading benefits to these nations, proclaim 
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to the world that these three great democracies can work 
to their mutual advantage in peace and harmony. 


According to some observations kindly furnished to us 
by Professor Parkinson of the University of Toronto—who 
has made exhaustive studies of the effects of trade treaties 
—in the main the new pact between Canada and the United 
States represents the last stage in a return to the policies 
which prevailed before 1930—that is to say, before the 
Smoot-Hawley tariff of 1930 and the partially retaliatory 
action taken by the government at that time in Canada. 
The next stage came with the attempt to find markets in 
England as an alternative to the markets lost in the United 
States, and this in effect was the purpose of the Ottawa 
Conference of 1932. Since then the efforts of Canadian 
governments seem to have been turned towards reopening 
of the American market. 

For one thing it has become clear that the distressed 
and depressed condition of the export industries, notably 
fishing, lumber and livestock, is a continuing shackle of 
restraint on the recovery of Canada. This last treaty merely 
extends the concession obtained in the United States under 
the 1935 treaty, which in effect made an attempt to get 
larger markets in that country for the products of the 
industries mentioned. It should be said that anything which 
helps to remove or reduce the surplus products of these 
industries in Canada, such as an extension of exports to 
the United States, will tend to raise the prices of those 
goods in Canada for the entire output and increase the 
incomes of the primary. producers. It is mainly in this 
direction that the benefits of the treaty are to be dis- 
covered. 

On the other hand concessions have to be paid for. The 
reduction of the duties of certain manufactured goods, plus 
the abolition of the 3% excise tax on goods imported from 
the United States, will be felt severely in possibly a few 
industries. This constitutes a reduction of effective produc- 
tion, which is not unimportant in the case of automobiles, 
agricultural implements and perhaps textiles; and it may 
be necessary to adjust the prices of such products in a 
downward direction. Furthermore Canadian manufacturers 
will lose a little of the preferences which they receive in 
British colonies, which is another price that Canada pays 
for the treaty. “I think,” states Professor Parkinson, “that 
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the international implications of the treaty are not unim- 
portant. By that I mean that Canada has helped to make 
possible, as a result of the relinquishment of preferences in 
Great Britain, the closer trade relationships between Britain 
and the United States, and that this has important values to 
Great Britain internationally. That aspect of the treaty 
is very palatable to Canadian sentiment.” 
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SOME ELEMENTARY ASPECTS OF BUDGETARY 
CONTROL* 


By C. N. Knowles, Chartered Accountant, 
Montreal 


T should be understood at the outset that the writer 
lays no claim to any specialized knowledge of budgetary 
control; but a certain amount of experience in the compila- 
tion and use of budgets has served to focus attention upon 
some fundamental principles which might be worth out- 
lining. 

Although the term “budget” is more generally employed 
and understood than it used to be, especially in connection 
with the financial affairs of governmental and other public 
bodies, reference to dictionaries will reveal that it is 
variously defined as “a multitude of things,” “a little sack” 
and “a sack with its contents ;” it is only in the more modern 
dictionaries that even the definition ‘a ministerial financial 
statement” is offered. 

In present day industrial and commercial life, the term 
has come to be fairly generally used in connection with 
forecasts or estimates of anticipated revenues and expenses, 
although there is still some doubt when the term is used 
as to whether it refers to estimated income and expenditure 
proper, that is, including non-cash items such as deprecia- 
tion and depletion, or to cash only. 

In the writer’s opinion there is a very distinct difference 
between the two types of estimate, and it is suggested that. 
in discussion or in making any reference to a budget as 
used in commercial circles, the term “forecast” be used to 
refer to estimates of income and expenditure, while the term 
“budget” itself be restricted to those statements which in- 
volve only cash. 

It will be well understood that a concern which has, say, 
depreciation and depletion as two of its largest items of 
expenditure may draw up a “forecast” which will reveal a 
prospective loss. At the same time, it might draw up a 
budget or “cash estimate” which will show that over the 
same period, ample cash should be accumulated for all re- 


*A discussion arising out of the proceedings of a recent meeting 
of the Chartered Accountants Students’ Society of the Province of 
Quebec. 
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quirements. Conversely, another concern might show hand- 
some profits and at the same time be embarrassed for lack 
of current resources. 

In an attempt to illustrate this point in an extremely 
simple manner, a series of statements for an imaginary ; 
company are submitted below: i 


WILBURN ASBESTOS COMPANY LIMITED 


Balance Sheet 
31st December 1937 


6 isl Kee 
ed — - 


FIGURE 1 
Assets Liabilities “ 
Asbestos mine, less depletion ...... $360,000 Capital stock $600,000 , 
Plant and equipment, less deprecia- 
ME sCvs Eee ade caseweceres 140,000 
GUD -Nacievcu sides veebdvasiosveecs 50,000 
Accounts receivable (December } 
BEE ooo st addcash sa aaeeeave® 15,000 a 
Sa. os capae acs nad eeew ross 1,000 Pa 
Or eer er ree 34,000 t 
| $600,000 $600,000 ¥ 
| poe: an 
FIGURE 2 
Estimate (or Forecast) of Operating Results—January-April, 1938 
Cost January February March April Total 7 
WE arp ednwost . c6etk ss $10,000 $8,000 $9,000 $11,000 $38,000 i 
Sundry expenses ......... 1,000 1,000 1,500 2,000 5,500 
Stores consumed ......... 2,000 1,500 2,000 2,500 8,000 ES 
DOGRPOCINTION ow ok e ecnce 2,000 2,000 2,000 2,000 8,000 f 
Tas Feces cise 1,500 1,400 1,500 1,600 6,000 t 
ee an cities ieee ssiidinbiintiadiay Gib e 
WE abe si ckeeus $16,500 $13,900 $16,000 $19,100 $65,500 ft 
Ae a sd hate xs 423 ged aS \ 
Estimated tonnage ....... 1,500 1,400 1,500 1,600 6,000 # 
Estimated sales @ $10 per 7 
WE Nieses tities. eee. os $15,000 $14,000 $15,000 $16,000 $60,000 £ 


Estimated profit or (loss).. (1,500) 100 (1,000) (3,100) (5,500) ; 


FIGURE 3 

Cash Budget January—April, 1938 : 
Cash Required January February March April Total ¥ 

SE eines hy 6860 NS $10,000 $8,000 $9,000 $11,000 $38,000 { 
Sundry expenses .......... 1,000 1,000 1,500 2,000 5,500 r 
NeW DIANE os. 2,000 2,000 if 
—— ee ——— ——— ——e ae) 

ME asa x6 ase eeo $11,000 $9,000 $12,500 $13,000 $45,500 ] 
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Cash Available 


On hand 3lst December .. $1,000 $1,000 
Accounts receivable 31st De- 

EE soins cases bee 15,000 15,000 
ee $15,000 15,000 
February sales ........... $14,000 14,000 
March sales .............. $15,000 15,000 

NE <a wadeetets<c $16,000 $15,000 $14,000 $15,000 $60,000 
Over or (short) monthly .. $5,000 $6,000 $1,500 $2,000 $14,500 
Over or (short) cumulative 11,000 12,500 14,500 14,500 
FIGURE 4 

Estimated Balance Sheet 
30th April 1938 

Assets Liabilities 
Asbestos mine, less depletion ...... $354,000 Capital stock $600,000 
Plant and equipment, less deprecia- 

SG Nek aGbSuk a deka we see eee 134,000 
DE kien ih beheus eaten saben. 42,000 
Accounts receivable (April sales).. 16,000 
SEN Siw aide ks GAs Ss SRT ETS A 14,500 
I ota a Cities an As cae muaew 39,500 


$600,000 $600,000 


Note—It is assumed, for simplicity:— 

(a) That the mine at 31st December 1937, contained 360,000 tons of 
ore, showing a depletion rate of $1.00 per ton. 

(b) That sales are paid for in full during the month following that 
in which they are made. 


(c) That no stores will be purchased in the months under review. 


It will be noted that although the “Estimate of operating 
results” for the four months January to April (Figure 2) 
shows an accumulated loss of $5,500, the cash position is 
estimated to be substantially better at the end of the period 
than it was at the beginning, having risen from $1,000 to 
$14,500; or taking the current assets as a whole, they in- 
crease from $66,000 at the beginning of the period to 
$72,500 at the end, and this after the expenditure of $2,000 
for new plant. There is nothing very remarkable about this 
—it arises entirely because the charges for depreciation 
and depletion are “non-cash” items. 

It might assist the student to appreciate the difference 
between the two types of estimates mentioned above if the 
purposes for which they are prepared are outlined. The 
functions of a forecast of income and expenditure are, 
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among other things, (a) to pre-determine costs, particularly 
standard costs; (b) to determine whether or not any pro- 
posed expansion will be justified by the anticipated results, 
and (c) to arrive at some balance between sales and produc- 
tion. In certain circumstances there are special purposes, 
such as where application is to be made to banks or other 
financial institutions for temporary or permanent financing; 
for the adjusting of quotas in subsidized or regulated in- 
dustries, and doubtless many others. Generally speaking, 
the people most concerned with the type of forecast in 
question are the sales manager, the production manager 
and, of course, the higher executives. 

While it should be possible to reconcile the forecast of 
income and expenditure with the cash budget proper, the 
raisons d’etre for the latter are possibly somewhat different, 
especially in the larger organizations. Here the treasurer 
is the man most intimately concerned, since it is his business 
to husband the resources of his concern and to have funds 
available for the purposes for which they will be needed. 
In many concerns, especially those of the public utility type 
where cash is received more or less regularly, funds tend 
to accumulate from day to day, and it becomes a matter 
of prudence, if not of sheer necessity, to invest such funds 
in some form of temporary security until they are required 
for some specific purpose, such as the payment of bond 
interest, the redemption of bonds, or the purchase of com- 
paratively large items of new equipment. It is essential, 
therefore, that the treasurer have some idea as to when he 
may expect to have funds to invest, so that he can plan his 
purchases of securities in such a way as not to force up 
market prices. Similarly, when the time comes to dispose 
of such securities, a knowledge of his requirements in ad- 
vance will be of considerable assistance in enabling him to 
effect sales without forcing down prices unduly. 

Fundamentally, then, the essential difference between 
the two types of forecast is that, in one case, the sales de- 
partment and the production department are concerned 
chiefly with what they can produce and sell while, in the 
other case, the main question is “How much cash shall we 
have and will it suffice for our needs?” It is true that the 
two statements are interlocking to a substantial degree, 
especially upon the question of expansion, where the views 
of the sales and production departments on the matter of 
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capacity to produce and sell must be brought into line with 
the capacity of the concern to finance, the contemplated 
expansion. 

It is now proposed to spend a little time upon certain 
matters in connection with the mechanics of the preparation 
of budgets or forecasts. Much detail work must be under- 
taken if the figures are to be even reasonably correct, and 
it is of tremendous advantage if actual figures of past re- 
sults are readily available in suitable form—especially those 
figures of a statistical nature showing quantities purchased 
and sold, average prices obtained and so on. At the com- 
mencement each department should prepare its own figures, 
which should be based upon what might reasonably be 
expected to happen in the period for which the estimate 
is being prepared, adjusted, as occasion arises, for an- 
ticipated changes due to marketing or general business 
conditions, tariff changes, changes of style or fashion, price 
trends of raw material and technical developments within 
the particular industry itself. 

Usually the sales department, which is almost always 
the “optimist’s department,” will be over-liberal in its fore- 
cast, and it is here that past figures are of particular assist- 
ance. For example, if the sales manager, with a cheerful 
disregard of practicalities, anticipates that he will sell, say, 
10,000 yards during the month of June, it would help him 
to a proper realization of his limitations if past figures were 
brought forward to show that never in the history of the 
concern had sales exceeded 8,000 yards in that month. In- 
formation as to average prices is also extremely useful, be- 
cause if the aforesaid salesman is confident that he will sell 
the 10,000 yards at an average price of a dollar a yard, he 
would probably see the advisability of adjusting this figure 
if it is simiuariy pointed out, for example, that the highest 
average price ever obtained was 87 cents, and that in a 
period when raw materials were substantially higher in 
price. 

The whole process of preparation develops eventually 
into a system of trial and error, and in the ordinary in- 
dustrial enterprise the main difficulty is to decide whether 
the sales budget shall be estimated first and the produc- 
tion budget made afterwards on the basis of the quantities 
to be produced to yield the anticipated sales; or conversely, 
whether normal production shall be used as the whole basis 


418 











SOME ELEMENTARY ASPECTS OF BUDGETARY CONTROL 


of operations and the sales estimate adjusted accordingly. 
The matter depends largely upon business conditions. In 
active and prosperous times, probably the latter would be 
the proper course, but where business conditions are un- 
certain, potential sales should probably be used as the basis. 
There may be other important factors. For example, a new 
industry producing a popular article at a reasonable price 
and with an expanding market will probably decide to 
budget for increasing sales, quite irrespective of existing 
conditions. On the other hand, a concern which produces 
an article considered to be in the luxury class will seriously 
consider the possibility of a reduction in demand during 
times of depression. 

In practice, each department usually has to make at 
least two or three estimates before the final one can be 
agreed upon, and it is absolutely essential that there be com- 
plete co-operation and co-ordination between the various 
departments. 

The preparation of the cash budget proper involves 
certain fundamentals which might be mentioned briefly. 
Possibly the most difficult problem in connection with an- 
ticipating receipts is that of calculating the “lag” between 
billing and collection. Here experience is a valuable guide 
and in many industries it is of primary importance that 
seasonal factors be taken into account. For example, in 
those concerns which cater to summer trade, it is not un- 
usual to invoice goods in the late spring or early summer 
on terms which do not require actual payment until the end 
of the summer, and in other businesses goods are sold on 
the understanding that they need not be paid for until after 
harvest time. Possibly the chief concern of the treasurer 
is the necessity to provide funds at the proper time for large 
items of capital expenditure, to meet commitments for raw 
materials or for the reduction of liabilities, as discussed 
earlier. A statement drawn up on the lines of the “Cash 
Budget” (Figure 3) should be of considerable assistance. 
If, for example, in that statement the requirements for new 
plant in March had been $22,000 instead of $2,000, the total 
cash required in the month would have been $32,500 against 
incoming cash of $14,000, showing a shortage of $18,500. 
Since there was only an estimated accumulation of $11,000 
at the end of February, it would obviously be necessary to 
arrange for temporary accommodation of at least . 7,500 
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or in round figures, say, $10,000. This type of statement is 
extremely valuable as an aid in obtaining temporary finan- 
cial accommodation from a bank, and in some cases bankers 
now insist upon an estimate prepared in this or some similar 
form. It might be mentioned in passing that, as a practical 
matter, the “Cash budget” (Figure 3) should contain, in 
the “Cash required” section, some provision for “contin- 
gencies.” In every-day life, it would be a most unusual 
thing if something did not occur which had not been 
foreseen. 

The “Estimated balance sheet (Figure 4) constitutes a 
simple example showing how the various forecasts may be 
reconciled one with the other. In most concerns this is a 
much more difficult process than may be imagined from an 
examination of the statement, because, as previously stated, 
the examples offered have been prepared in a simplified 
form so as to throw into prominence the underlying prin- 
ciples. The final results are obtained by preparing a series 
of pro-forma ledger accounts, built up from the estimates. 
Thus the Accounts Receivable control would appear as 
follows: 


FIGURE 5 
Accounts Receivable 

1937 Dr. Cr. Balance 
December 31 Balance ............s00. $15,000 $ Dr. $15,000 

1938 
January 31 #£Salesformonth,estimated 15,000 
January 31 Cash for month, estimated 15,000 Dr. 15,000 
February 28 Salesfor month,estimated 14,000 
February 28 Cash for month, estimated 15,000 Dr. 14,000 
and so on. 


In the above case, and designedly, the calculation of the 
“lag” of collection behind actual invoicing is a simple mat- 
ter, but the principle involved is a fundamental one, and 
may be applied to almost any set of figures, the degree of 
success obtained depending upon the information available 
as a basis for estimating and the relative skill of the 
estimator. 

In conclusion it might be suggested that budgetary con- 
trol as a science, if it can be deemed to have achieved that 
status, is well worthy of study by all students in account- 
ing, since it is certain that the practice of some form of 
budgetary control is becoming more and more universal, at 
least in the larger organizations, and it is possible that 
within the next few years it may be recognized by ex- 
aminers as a separate branch of accounting technique. 
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THE OPEN MARKET OPERATIONS OF THE 
BANK OF CANADA 


By A. F. W. Plumptre, 
Assistant Professor, The University of Toronto 


ce is now three and a half years since the Canadian 
Parliament established a central bank. In the preamble 
of the Bank of Canada Act the objectives of the new in- 
stitution were explained: 

To regulate currency and credit in the best interests of the 
economic life of the nation, to control and protect the external 
value of the national monetary unit and to mitigate by its influence 
fluctuations in the general level of production, trade, prices and 
employment, so far as may be possible within the scope of mone- 
tary action.... 


In part the Bank of Canada may achieve these objectives 
passively, by providing informed advice to governments 
and financial institutions and by making advances to them; 
but the Bank may also operate actively, on its own initia- 
tive, in the foreign exchange market and the security 
market. Upon these latter activities must largely depend 
the extent of its influence. Little is as yet disclosed regard- 
ing the Bank’s operations in the foreign exchange market; 
but a good deal can be discovered concerning its dealings 
in securities. It is chiefly by means of such dealings that 
a central bank may regulate the volume of currency and 
credit and the level of interest rates, thereby influencing, 
under favourable circumstances, the general level of produc- 
tion, trade, prices and employment. 


How “Open Market Operations” Work 

Open market operations are nothing more nor less than 
purchases and sales of securities, usually government bonds, 
in the open security market. The primary effects of a 
central bank’s operations are to be seen in the prices of 
securities and in the reserves of the commercial banks. 
When a central bank deals in the market, prices may be 
influenced, just as may be the case when any large dealer 
buys or sells. This may be called the primary effect upon 
security prices, and in addition there may be a secondary 
effect upon prices which is peculiar to the operations of a 
central bank and which is explained below. The reserves 
of the commercial banks are affected by the central bank’s 
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operations because they usually keep most of their cash 
reserves in the form of deposits with the central bank. If 
the latter buys securities the seller, whoever he may be, 
will receive a cheque on the bank in payment. This he may 
be counted on to deposit in his account with some commer- 
cial bank; and that bank uses the cheque to increase its 
cash balances in the central bank. In this way the cash 
reserves of one or more commercial banks are increased 
to the extent of the open market purchases of the central 
bank ; and conversely reserves are depleted when the central 
bank sells securities and debits the cheques received against 
the cash balances of the commercial banks. 


The secondary effects of the central bank’s operations 
arise from the behaviour of the commercial banks in 
response to the alteration of their reserves. As circum- 
stances permit they may either alter their policies regarding 
the extension of loans to ordinary commercial borrowers, 
or they may alter their purchases of securities. The second- 
ary operations which the commercial banks are induced to 
take will probably be of greater volume than the primary 
operations undertaken by the central bank; and this will 
almost certainly be the case if the commercial banks main- 
tain a fairly stable proportion between their reserves and 
their deposits. Then, if the central bank’s purchases 
amounted to one million dollars which, as we have seen, 
would come to the commercial banks as deposits adding to 
their cash reserves, and if the commercial banks were accus- 
tomed to keep reserves:of only one tenth of their deposits, 
nine hundred thousand dollars would initially be used to 
make new loans or purchase additional securities. But 
that is not the end of the story; for the recipients of that 
nine hundred thousand are likely to take most of their 
money to the banks as deposits. Nine tenths of these new 
deposits are then likely to be used for new loans and security 
purchases; and that will result in more deposits and so 
on in ever decreasing amounts. The lending and investing 
will continue, and the banks’ deposits will continue to grow, 
until the banks find that their cash proportion no longer 
exceeds one in ten; and this will not usually be the case 
until their loans or investments have increased by several 
times the amount of the original operations of the central 
bank. 
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The Field for Security Operations in Canada 

In many countries where central banks have been re- 
cently established the security markets have been too 
narrow to permit successful open market operations. In 
Canada this matter received attention at the time when 
the erection of a central bank was considered; and many 
people, particularly those who were unfavourable to the 
innovation, put forward the opinion that the bank would 
be a failure partly because of the inadequacy of the Cana- 
dian capital market. These predictions have so far proved 
to be unfounded. The bond market has been sufficiently 
broad not only for the central bank’s operations but also 
to allow the commercial banks to respond by purchasing 
securities in substantially larger amounts. 

The Bank of Canada is an active participant in the 
market for Dominion government bonds. Successive weekly 
statements often show alterations of several million dollars’ 
worth in its holdings. Its operations are no doubt under- 
taken pipmarily to implement its general policies, but they 
serve other purposes as well. Most important, through its 
daily activities the Bank is kept closely in touch with the 
market in a practical way, thus providing itself with an 
invaluable source of first-hand information. This is essen- 
tial not only from the point of view of its own business 
and policies, but also in connection with its duties as finan- 
cial adviser of the Dominion Government. Moreover, the 
continuity of the Bank’s purchases and sales tends to cover 
up, for a short time, the direction in which its dealings are 
on balance tending. This is important because otherwise 
other dealers might immediately discern how to make 
profits by operating in advance of the Bank’s policies to 
raise or lower security prices. 

The Bank’s operations serve to broaden the Canadian 
bond market. In this regard its activities may be rather 
more important than the published figures indicate, because, 
according to dealers, the Bank has at times offered to 
undertake “switching” operations—trading one type of gov- 
ernment bond for another. Switching is a useful form of 
participation in the bond market because it keeps the Bank 
in touch with affairs, and meets the demands of other 
traders, without involving the Bank in any change in the 
aggregate of its security holdings or in the reserves of the 
commercial banks. Whether the Bank’s operations have 
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actually added much breadth or stability to the market 
is a matter of opinion and not wholly agreed between those 
who regard the Bank with favour and disfavour. At the 
least the Bank must be one more dealer in the market; 


THE SECURITY OPERATIONS OF THE BANK OF CANADA 
AND THE RESPONSE OF THE CHARTERED BANKS TO THEM. 


(Figures taken from the official returns of the banks and the 
central bank for the last day of each month; March 1935 to June 1938). 





Note on the Interpretation of the Chart—Looking first at the two 
bottom lines, it may be seen how the purchases and sales of the Bank 
of Canada are generally reflected in the cash reserves of the chartered 
banks. (Important exceptions to this are explained in the accompany- 
ing article). Then, looking at the top line, it may be seen how closely 
movements in the total deposits of the banks have followed movements 
in their cash reserves, except for the seasonal peaks of the latter. The 
degree to which the growth of deposits has been associated with either 
loaning or security-purchasing activities on the part of the banks may 
then be analyzed by reference to the two lines next to the top. Until 
the middle of 1936 the growth of reserves served to augment the 
pressure to purchase securities which resulted from declining loans; 
subsequently, with loans reviving, security holdings held steady despite 
the continued increase of reserves. 
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and it is probably more than this because the other dealers 
are inclined to give its daily price lists and its other activi- 
ties more than ordinary attention. 

It may be asked upon what principles a central bank, 
which is usually supposed to be a non-profit-seeking con- 
cern, operates in the market. On this point there is no 
official information, but experience in Canada and elsewhere 
suggests that in this sphere at least a central bank must 
do its day-to-day business as if it were an ordinary com- 
mercial organization. On any other basis trading might 
involve it in substantial losses. This is not to deny that 
on occasion a central bank ought in the public interest to 
undertake operations which may prove unprofitable. 


The Actual Operations of the Bank of Canada 


The net result of the Bank’s operations can be seen 
fairly accurately by reference to its weekly and monthly 
statements. The general trend since the Bank’s establish- 
ment is shown in the accompanying chart. Certain move- 
ments deserve attention. There has been a gradual and 
apparently intermittent pressure towards expansion ex- 
erted by the central bank, through security purchases. 
These have mostly come in the autumn, when there is a 
seasonal demand for cash on the part of the banks and 
the public. But the subsequent withdrawal of cash reserves 
from the banks has never yet been sufficient to offset the 
expansion, so that the banks have each winter been left 
with increased reserves. It is clear that the general policy 
has been one of “easy-money,” designed to keep interest 
rates and bond yields low and to facilitate the extension of 
commercial loans by the banks. 


The seasonal needs for cash, which the Bank’s operations 
have been Supplying, are threefold. First, there is a fairly 
strong seasonal demand for notes in circulation amongst 
the public. Before the arrival of the central bank the chart- 
ered banks’ note issue used to have a seasonal variation of 
something like 20 millions, reaching a peak in November 
and falling rapidly to a low point at the end of January. 
Nowadays the Bank of Canada’s note issue seems to exhibit 
a fairly similar movement. Secondly, the banks are legally 
obliged to withdraw their own notes step by step and those 
of the central bank must be increased to replace them. This 
movement occurs at the end of each year, when the banks 
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must retire about $7.3 millions. From 1941 to 1945 the 
amount will be twice as much. Thirdly, seven of the ten 
Canadian banks including the three largest make up their 
annual statements in October and November; and all banks 
like to make a strong showing at such a time with a high 
proportion of cash reserves and liquid assets against their 
liabilities. By buying securities in the autumn the central _ 
bank can meet the three-fold needs of the commercial 
banks—for specially high cash reserves, for notes to re- 
place those being retired and for | increased public circulation. 


The largest single change in the security holdings of the 
central bank occurred as a sporadic operation in July 1935. 
At that time there was a drop of more than $50 millions. 
The government revalued the gold held by the Bank, and 
in connection with the establishment of an exchange fund 
for future use the proceeds of the revaluation were largely 
used to retire government debt held by the Bank. A portion 
of the proceeds was paid to the commercial banks from 
which some of the gold had come, and this payment served 
temporarily to increase their reserves. The extent of the 
Bank’s security purchases undertaken that autumn, so one 
may guess, was probably diminished to the extent that 
the commercial banks’ reserves had already been augmented 
by this event. 


The Response of the Commercial Banks 

The secondary effects of the Bank’s operations were at 
first confined to the security market. The trend of bank 
loans was downwards until the middle of 1936; and there- 
fore, so far from finding any outlet through loans for their 
increasing reserves, the banks were impelled to purchase 
securities at a rate even greater than that at which their 
reserves were mounting. From 1936 onwards their loans 
have shown some recovery ; and as these increased the banks 
ceased to purchase securities. 

At-has_been suggested that the Bank-of Canada’s open 
market _purchases-have-been-influenced by a desire to make 
the commercial banks take up_securities “at _a pace syn- 
chronized with the financial requirements of the govern- 
ments,” but the figures given in support of this statement 
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are not conclusive. Friends of the Bank would no doubt 
prefer it to be said that an orthodox easy-money policy had 
been followed. In the circumstances of the past few years, 
however, when government borrowing has far exceeded any 
other type of financing on the Canadian bond market and 
when the diminution of government borrowing roughly coin- 
cided with a renewed demand for commercial and specula- 
tive bank loans, it is impossible to distinguish between the 
evidences of a general policy of keeping bond yields low 
and a particular policy undertaken for the benefit of govern- 
ments. 

The continued success.of.open.market operations.has 
depended and will continue to depend upon the maintenance 
of stable cash reserve proportions by the commercial banks, 
that is, upon whether they respond regularly to the influ- 
ences which the central bank exerts upon their reserves. 
Looking back into the past we find that they have not 
always kept this proportion constant. Shortly before the 
War the banks were keeping their proportion around the 
present level of ten per centum.? Then, as a war time pre- 
caution, it ran up to more than fifteen per centum. In the 
boom of 1920 it was back slightly below ten per centum. 
Ten years later, when the banks were labouring under the 
exceptional demand for credit which 1929 and its after- 
math produced, the proportion was below eight per centum. 
By the time the Bank of Canada was established it was back, 
moving seasonally about the level of ten per centum again. 





1Courtland Elliott, Bank Cash, (The Canadian Journal of Econ- 
omics and Political Science, vol. 4, no. 3, August 1938, p. 454). The 
figures he gives are these: 


Increase in Increase in banks’ 
Dominion holdings of 
provincial and Canadian public 
municipal debt securities 
$ 000,000 $ 000,000 
1935 439.4 177.6 
1936 364.0 285.3 
1937 53.4 77.5 


2These figures are annual averages of month-end figures taken 
from the Canada Year Book, 1936, p. 914. Although published in the 
Year Book it is questionable whether these proportions are those to 
which bankers would pay most attention, chiefly because they exclude 
from cash reserves the banks’ deposits in the Central Gold Reserves 
which existed from 1913 until the establishment of the Bank of Canada 
in 1935. But whatever figures were chosen from the banks’ returns the 
reserve proportions would show movements generally similar to those 
given above. 


427 


oa ME SS mR Tae Nt re eno 


SS EOL TE OT a 





i a UR RO eh NREURENN rb ee Is A a RN Sh TGP ie IM ESM a PSI 





THE CANADIAN CHARTERED ACCOUNTANT 


It is clear, therefore, that the banks do not keep an ab- 
solutely rigid proportion over periods of years when general 
economic conditions are changing. On the other hand it is 
doubtful whether such gradual changes as those just men- 
tioned would seriously impede the success of central bank- 
ing operations. 

The Effects of “Window Dressing” 

In the boom period of the late 1920’s, and probably in 
the earlier one too, the banks’ cash reserves were artificially 
maifitained for the purposes of month-end statements by _ 
means of borrowing under the provisions 6f the Finance Act 
from the Dominion government. A daily average of their 
reserves reveals much lower amounts and correspondingly 
lower reserve proportions than the month-end figures. This 
practice of “window dressing for the monthly returns was 
revealed in 1933, when the banks’ borrowings under the 
Finance Act at the end of each month were shown regularly 
to exceed their average borrowings during the month.* 

The practice of window dressing, whether for monthly 
or annual statements, may in some degree impair the con- 
trol of a central bank, for it will usually mean that the 
banks’ cash proportions are not as steady as they appear 
to be. In the periods between window dressing reserves 
may decline to an extent which cannot be foretold. 

Since the establishment of the Bank of Canada the 
chartered banks have not been window dressing for their 
monthly statements. Figures are nowadays regularly col- 
lected and published in the Bank’s Statistical Summary for 
the average daily reserves of the banks; and month by 
month these tally quite closely with the month-end figures. 
But this cannot be taken as final evidence that they will 
never window dress again. The last few years have been 
ones of unprecedented monetary ease for the banks; never 





8Report of the Royal Commission on Banking and Currency in 
Canada, 1933, King’s Printer, Ottawa, pp. 41-43. The average borrowing 
for each month for the period 1927-1933 was usually fairly close to the 
minimum borrowed on any day in that month, whilst the borrowing 
on the last day of each month was almost always the peak for that 
month’s borrowings. See also the table appearing in the Canada Year 
Book, 1937, p. 892. Window dressing is an old British custom. See the 
Report of the Committee on Finance and Industry, H. M. Stationery 
Office, London, 1931, pp. 156-60. For recent information and a statistical 
estimate of the window dressing of the London Clearing Banks see a 
letter by J. F. Cahan in The Economist, London, 6th August, 1938, 
p. 278. 
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before have cash reserves been so abundant. If tight 
monetary conditions return they may feel impelled to allow 
their cash proportions to run down and resort once more 
to borrowing for the purpose of making a good showing at 
the end of each month. 

In addition to monthly window dressing the banks have 
been accustomed to adopt the same practice for the pur- 
poses of their annual balance sheets. This they still do, 
and in it they are nowadays aided by the Bank of Canada. 
But the extent of their annual window dressing seems to be 
diminishing. A graph showing by months the banks’ cash 
reserves as a percentage of their total assets has lacked 
since about 1931 the very pronounced seasonal peaks which 
it showed in previous years.‘ This again is no doubt due 
in part to the plenteousness of cash reserves in recent years. 

Purists may decry the continuance of any window dress- 
ing as an attempt, which indeed it is, to make the balance 
sheets imply something other than the truth; but the an- 
nual movements in the Canadian banks’ demand for cash 
may possibly be of some service in allowing the central bank 


to be more active in the security markets than it otherwise 


might. Indeed, in their absence the Bank might hardly 
ever have been on balance a seller of securities in any 
month; whereas it has in fact been able to take this posi- 
tion during each of the past three winters. 


The Recent Stability of the Cash Proportion 


The chartered banks have kept their cash proportions 
surprisingly steady during the lifetime of the central bank. 
On the average their proportions have only varied between 
9.5 and 11.2 per cent., which can be explained entirely in 
terms of the normal seasonal accumulation of reserves in 
the autumn. Their behaviour in this regard is the more 
remarkable because shortly before the Bank of Canada was 





4See the Statistical Summary of the Bank of Canada, August 1938; 
chart on p. 122. The banks probably chose the autumn as the season 
to make up their annual accounts partly because it is one in which 
they can show most active business and in which, also, they used to 
be able to rely on receiving extra gold reserves from the sales of 
Canadian agricultural products abroad. During the War, and for the 
most part since 1928, they were not able to rely upon gold imports to 
show a favourable cash position. Instead they had to borrow under 
the facilities of the Finance Act—until the arrival of the Bank of 
Canada which has replaced Providence in the automatic provision of 
cash at the Thanksgiving season. 
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established their reserves were twice augmented by direct 
government action, by $35 millions in 1932° and by $52 
millions in 1934. Thus the central bank’s urge towards 
expansion increased a previous pressure. Under this force 
the Canadian banks have been led to alter very radically 
the nature of their assets. 

It was during 1935 that their security holdings first ex- 
ceeded their loans, but the brief period represented in the 
chart does not indicate what a very strange and, to the 
bankers, disturbing state of affairs this represented. The 
background is indicated by the following figures :—* 
TOTAL SECURITIES AND TOTAL LOANS OF THE CANADIAN 

CHARTERED BANKS 


Figures relate to the last day in July each year* 
Percentage of 


Total Total Loans Securities to 

Securities in Canada Loans 

($000,000) ($000,000) per cent. 
1867 6.4 55.4 11.6 
1900 44.0 303.7 14.5 
1914 100.7 947.8 10.6 
1920 365.2 1,586 23.0 
1925 575.5 1,067 53.9 
1930 447.0 1,618 27.6 
1935 1,031 1,015 101.5 
1936 1,355 860 157.0 
1938 1,436 991 144.9 


That the banks should now be sticking to their ten _per 
centum ratio, despite the extent to which they have had 
to alter their business to do so, is the most remarkable fact 
associated with the recent open market operations of the 
Bank of Canada. The problem of “excess reserves” piling 
up into unprecedented proportions has never appeared. In 
this Canada is specially fortunate when compared with the 
United States, where the growth of excess reserves has so 





5The gross operation was of this anfount. The ultimate net effect 
was rather to redistribute more evenly the banks’ borrowings under 
the Finance Act than to increase their cash reserves. 

¢For a fuller treatment see J. D. Gibson, The Changing Character 
of Bank Assets, (The Canadian Banker, January 1938, pp. 144-154). 

*Figures from 18€7-1929 taken from C. A. Curtis: Statistical Con- 
tributions to Canadian Economic History, MacMillan’s, Toronto, 1931. 
Subsequent figures from the Monthly Review of Business Statistics. 
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hampered central bank control. Of course Canada has not 
been inundated with an inflow of gold from abroad which 
has been the chief factor contributing to the growth of 
reserves in the United States. On the other hand the grad- 
ualness of the Bank of Canada’s operations has probably 
been partly accountable for their success. At no one time 
has the pressure on the Canadian banks been very excep- 
tional, so that they have never been jolted into an altera- 
tion of their habits. 


The Influence Upon Security Prices 


What have been the effects upon Canadian security 
prices? This is a matter which cannot be judged simply by 
reference to statistical data; and the opinions of those in 
the bond market are likely to be warped by their attitude 
to state intervention in general and the Bank of Canada 
in particular. The effects of the Bank’s operations are 
especially obscure because so many other influences act upon 
the market, and those from London and New York are 
transmitted through a medium peculiar to Canada — the 
movements of bonds payable in two or three financial 
centres. 

Nevertheless it seems possible to say three things which 
meet with a considerable measure of agreement.’ First, the 
Canadian market could hardly have absorbed the issues of 
the Dominion and provincial governments during the past 
eight years, at least not v without a severe stiffening of rates, 
had the banking system not been expanding credit. There 
can be little doubt that the operations of the Bank, coming 
upon the heels of a large increase of the note issue by the 
government, have succeeded in keeping gilt-edged rates 
down. Secondly, in the field of Canadian government secur- 


ities, the EE has ae Pinnttnne to those upon which 
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West, and as the financial position of pened noverimiate 
and local authorities continued to deteriorate, the easy 





7See opinions expressed by the Governor of the Bank of Canada— 
Report of the first annual general meeting, 1936, published by the Bank, 
p. 12. Also S. R. Noble, The Monetary Experience of Canada during 
the Depression, in The Lessons of Monetary Experience, Allen and 
Unwin, London, 1937, p. 125. Also articles in the Canadian Journal of 
Economics and Political Science by Courtland Elliott (op. cit.) and by 
J. T. Bryden and W. T. G. Hackett, Interest Rates in Canada, vol. 3, 


no. 3, pp. 434-448. 
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money policy which brought relief to some was decreasingly 
effective in relieving those others which were most needy. 
Thirdly, the prices of government securities prevailing in 
London ‘and New York set a very definite ceiling through 
which security prices in Canada could not break. At times 
Canadian pricés might fall-away from that ceiling, owing 
to a temporary disturbance of confidence or some other 
cause; then the Bank of Canada’s policies might be one of 
the forces tending to raise prices but only so far and no 
further. 
Some Future Possibilities 


What may be expected from open market operations in 
the future? First, suppose that business conditions were 
to revive substantially and_approach boom conditions. It 
is quite clear that the preety | Sales of Securities could 
not. bring much influence to bear upon the chartered banks 
te-restrict.their lending for.commercial or speculative pur- 
poses; for diminished cash reserves would lead the banks 
to sell a portion of their enormous. security holdings rather 
than to restrict loans. If the central bank is to restrain 
commercial and speculative credit in the next few years it 
must be through such persuasive influence as it can bring 
to bear upon the banks} s exchanges and other financial 
institutions. If the Bank attempts to make bond yields 
harden as a general measure to prevent boom conditions it 
may meet considerable opposition in political circles. Unless 
the hardening was gradual the concomitant fall in security 
prices might place a strain upon the balance sheets of cor- 
porate investors, even including the banks which now hold 
more than $700 millions in securities of more than two 
years’ maturity. The promotion of a gradual fall of security 
prices might be difficult, for many holders would try to sell 
quickly if the trend appeared to be downwards. 

Next, suppose that a new business recession sets in, 
and that a policy of easy money is retained in the face of 
sharply increased government deficits. How much longer 
can the recent trends continue? When will the banks tire 
of purchasing government securities and instead allow their 
cash reserves to mount up to higher proportions? Eight 
years ago the present position would have seemed quite 
beyond possibility, so one must be warned against rash 
predictions. It is possible, perhaps probable, that another 
acute depression would make inevitable some sort of semi- 
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compulsory conversion of government debt to even lower 
rates than prevail at present, and the repercussions of this 
situation are too broad to be discussed here. In the mean- 
while past experience of the apparently impossible suggests 
that open market operations may impel the banks to con- 
tinue to take up government issues. 

In the event of war the banks would soon, if not im- 
mediately, undertake a dual task—to continue their sup- 
port of government bond issues and to. extend in many 
directions their commercial and speculative loans. In such 
circumstances the Bank of Canada would necessarily be 
found supplying, probably by means of open market pur- 
chases and subscriptions to new government issues of bonds 
and treasury bills, the cash reserves upon which a general 
expansion could be based. The chartered banks would find 
their position a profitable one. Interest rates on govern- 
ment borrowing would harden to some extent; and the 
banks’ commercial loans which are their most profitable 
business would after a time increase. There is little profit 
in a portfolio of securities at present yields, but if the yields 
increased and a demand for ordinary banking accommoda- 
tion sprang up the Canadian banks would do well. But 
while, in case of war, the banks might be counted on to 
take up increasing quantities of government securities they 
could not be relied upon to do so evenly and automatically 
merely in response to additions to their reserves supplied 
by the central bank. In the uncertainties of war they would 
be almost sure to alter their cash reserve proportions to an 
extent which it would be impossible to predict. Under these 
circumstances the rate at which they took up securities 
would be the result of collaboration and agreement amongst 
the government, the banks and the Bank of Canada, rather 
than the result of their automatic response to open market 
operations. 
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THE CANADIAN CHARTERED ACCOUNTANT 


THE POSITION OF THE PUBLIC ACCOUNTANT IN 
RELATION TO BUSINESS AND GOVERNMENT 
IN GREAT BRITAIN* 
by 
Sir Laurence Halsey, K.B.E., F.C.A. 

London, England 


I ATTEMPTED yesterday to trace the origin of the pro- 
fession of public accountant in Great Britain to the 
needs for new investment arising out of the industrial 
revolution of the last century and to describe the functions 
of the profession in relation to limited liability companies 
which is doubtless the most extensive of the relations of 
the profession to the public. But there are many other 
points of contact with public institutions, private individuals 
and government departments, some of which are hardly 
less important. And I propose to deal with these shortly 
this afternoon. Here again I shall have to say something 
of the environment in which the accountant works if my 
description is to be intelligible. 
Bankruptcy 

Bankruptcy legislation in Great Britain deals with the 
bankruptcy of individuals and incorporated bodies, the 
latter coming under the company law. I have already in- 
dicated the general purpose and effect of the Bankruptcy 
Acts and must now deal with their effect upon the rela- 
tionship of professional accountancy to government and 
business. 

It must first be observed that the process is judicial 
in character; it is effected under the close supervision of 
the Courts, but the process can only be carried through 
and the insolvent person can only obtain the relief which 
the process gives if the Court and the creditors are sup- 
plied with properly drawn statement of the debtor’s 
assets and the liabilities ranking upon them—what is called 
a statement of affairs. The preparation of such a state- 
ment requires skill and experience and it early became the 
practice for persons in financial difficulties to seek the aid 





*The second in a series of two lectures on the A. Lowes Dickinson 
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of professional accountants for that purpose. It is even 
thought by many that we have here the real origin of the 
profession. About sixty years ago it was commonly thought 
that if an accountant was brought in to examine the books 
of a business, the state of its finances must have reached 
disaster. Stories are told of a variety of devices and dis- 
guises adopted for the purpose of concealing the profession 
of the visitor. 

The bankruptcy laws provided that the administration 
of the insolvent person’s estate could either be left with 
a government officer called an Official Receiver or entrusted 
to a trustee chosen by a majority of the creditors to act 
under the Official Receiver’s supervision. Where the bank- 
rupt’s estate was large or included a business of any con- 
siderable size or complexity, it was found that a govern- 
ment official was not best suited to carry it on for realiza- 
tion purposes and it became the general practice for cred- 
itors to appoint a professional accountant to act as trustee. 
The success with which accountants faced the problems of 
realizing the estates in large bankruptcies which occurred 
during certain of the financial crises of the 19th- century 
brought credit to the profession and strengthened its hold 
upon the respect of government and business men alike. 

Bankruptcy work came to be a main source of revenue 
for accountants and although it was somewhat reduced from 
1883 onwards by the effect of a statute passed in that year, 
it continued to be of importance until the extension of audit 
practice and the more general use of limited companies as 
the business unit in the present century caused bankruptcies 
to figure less largely in accountants’ businesses. Bank- 
ruptcies, unfortunately, still occur, however; over 3,000 of 
them occurred in England in the year 1936. Many of these 
were small and remained in the Official Receiver’s hands, 
but about one-sixth of them were administered by account- 
ants who still find themselves appointed as trustees in a 
majority of the important cases. 

The accountant acting as a trustee in bankruptcy is 
first in touch with the Official Receiver in Bankruptcy who 
has already taken control of the debtor’s estate as soon as 
the Court places the estate under bankruptcy jurisdiction. 
On appointment by the meeting of creditors summoned by 
the Official Receiver, the trustee has to give security (usual- 
ly by a bond of an insurance company) for his proper ad- 
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ministration of the estate and then takes it over from the 
Official Receiver and carries on the work of realization. 

During the realization process the trustee is brought 
into close relationships with governmental departments for 
he acts under the supervision of the Board of Trade to which 
he has to render accounts half yearly for examination and 
certification by the officials. If the creditors appoint a com- 
mittee to assist the trustee (Committee of Inspection) that 
committee has power to sanction important steps in the 
process of realization; if no committee is appointed the 
Board of Trade itself through the Official Receiver in Bank- 
ruptcy controls the acts of the trustee. 


Public Utility Companies 

The professional accountant has important duties in 
connection with public utility undertakings such as rail- 
ways, electricity and gas undertakings and overseas tele- 
graphic communications companies. 

(a) Railways—Ever since the financial chaos in the rail- 
way world in the middle of last century, the law has re- 
quired railway accounts to be prepared in a specified form 
and submitted to the government and the shareholders with 
a certificate by auditors stating that the accounts contain 
a full and true statement of the financial position and that 
the dividend proposed to be declared on any shares is 
bona fide due thereon after charging the revenue of the 
period with all expenses which in the auditors’ judgment 
should be paid thereout. No final dividend in respect of a 
financial year may be declared by a railway company until 
this certificate has been given by the auditors. 

Railway freight rates and fares are closely controlled 
by government and no change in them is permitted except 
on application to the Railway and Canal Commission, a 
quasi-judicial body which hears evidence for and against 
the application and accepts as starting points the audited 
accounts of the applicant railway company showing the re- 
sults actually achieved by it and the standard revenue which 
by Act of Parliament the railway has the right to earn if 
it can do so. This standard revenue is equivalent to the 
earnings of its constitutent undertakings in the year 1913, 
plus additions to compensate capital for expenditure since 
that year. 
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It was originally provided in 1845 that an auditor should 
be a shareholder who would have the right to employ ac- 
countants at the company’s expense to assist him in his 
auditorial duties. Within a short time it was realized that 
a shareholder might not be best fitted for reviewing ac- 
counts and for the last seventy years it has not been neces- 
sary for an auditor to be a shareholder; the result is that 
the auditors of the great railways have for many years 
been professional accountants and the non-professional 
shareholder-auditor has virtually disappeared not only in 
the case of railways but of other large business under- 
takings. 

(b) Telegraphic Communications — The internal tele- 
graphic and telephonic services in Great Britain are oper- 
ated by the government post office department, but certain 
overseas telegraphic communications by cables and wireless, 
some of which formerly belonged to the government, are 
now owned and operated by a company whose operations 
are carried on under government license and supervision. 
To ensure that the company shall not make undue profits, 
any excess of profits earned over a standard revenue has to 
be applied in part in payments to the government, in part 
in reductions in rates, and in part to the company’s own 
purposes. The government committee concerned nominates 
a professional accountant to review the audited accounts 
of each year on its behalf and report the extent to which 
the revenue is in excess of or falls short of the standard. 
In the event of disagreement between the company and the 
investigating accountant, the matters in dispute are to be 
referred either to an agreed chartered accountant or to a 
chartered accountant nominated by the Institute of Chart- 
ered Accountants. 

(c) Electricity, Gas and Water Undertakings—The or- 
ganization of electricity supplies in Great Britain is regu- 
lated by a series of statutes commencing in the year 1882 
and is now carried on under the general supervision of a 
government authority known as the Electricity Commis- 
sion. Either through the special acts of Parliament incor- 
porating them or through government orders conferring 
their rights, electricty undertakings obtain monopoly rights 
of supply within the areas allotted to them, but are subject 
to the compulsory transfer of their undertakings to public 
authorities after a term of years, the conditions of transfer 
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and the basis of consideration therefor being set out either 
in the special act of Parliament incorporating the company 
or in the government order granting the company its rights. 
Distributors of electricity may not charge more for the 
energy supplied by them than the maximum charge specified 
in the commissioners’ orders, and in some cases those 
orders contain sliding scales according to which the dividend 
of the company varies with the prices charged for energy. 
In the case of certain of the metropolitan companies, limita- 
tions of dividends are important and complicated account- 
ing provisions for ascertaining profits and specifying the 
terms of ultimate transfer to a public authority are set out 
in the acts. 

In connection with their supervision of electricity under- 
takings, the electricity commissioners nominate official 
auditors who must be other than those appointed by the 
company. The official audit does not supersede the share- 
holders’ audit but is additional thereto and is devised in the 
interests of the consumers and of the public authority, 
having in mind the price restrictions and the right of ac- 
quisition of the undertaking which is held by the public 
authority. The official auditor is invariably a professional 
accountant and, as the accounts will have already been 
audited by the shareholders’ auditors, he is instructed that 
he need apply only such tests as he considers essential and 
should concern himself mainly with matters of principle 
affecting finance, especially in cases where the information 
disclosed in the accounts may be an important factor in de- 
termining the price payable on acquisition by the local 
authority. He also has to report to the commissioners any 
breaches of the statutes or orders which may have been 
committed by the electricity company during the year. 

Except in the metropolitan area the accountant is not 
usually brought into such direct relations with govern- 
mental authorities in the case of water companies and those 
supplying gas for lighting and heating purposes. Such 
companies are generally incorporated under special acts of 
Parliament giving them monopoly rights for supplying 
specified areas and prescribing a maximum rate of dividend 
which may be distributed to the shareholders. If the 
special act fails to specify the rate, then under the Gas 
Works Clauses Act of 1847 and the Water Works Clauses 
Act of 1847 it is limited to 10% cumulative. In addition 
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the companies are entitled to retain profits until these 
amount to a specified percentage of the share capital (or 
one-tenth thereof if the act does not specify). Any further 
profits which are made in excess of the amounts required 
for this purpose have to be applied in making a ratable 
reduction in the rates charged to consumers. Every year 
the companies have to send an abstract of their accounts 
in a specified form to the local government authorities of 
the district in which they operate and this account has to 
be duly audited and certified by the company’s auditors. 
In the case of certain of the metropolitan gas companies 
operating in London, the Board of Trade under legislation 
passed in 1875-76, nominates an official auditor in much the 
same way as the electricity commissioners appoint auditors 
to examine the accounts of electricity undertakings, and 
when the accounts already audited by the shareholders’ 
auditors have been reviewed by the official auditor those 
accounts are regarded as the basis on which any action is 
to be taken with a view to enforcing price reductions not 
previously made effective by the gas undertakings. 


Social Welfare Organizations 

Brief reference has already been made to some of the 
social organizations engendered by the industrial revolution, 
and I now want to consider these a little more fully, for 
in these also the public accountant plays his part. One of 
the most important of the social consequences was the accel- 
eration of the drift of population from the country to the 
towns and the emergence of a large class of industrial 
workers. The early years of the 19th century saw great 
evils at work in the factories and in the social conditions 
in which factory employees had to live, but as the social 
conscience of the country gradually awakened and as the 
factory workers themselves became more vocal and united 
in trying to improve their conditions, legislation was enacted 
in order to make legally effective the steps taken to amelior- 
ate those conditions. 

Housing was an important problem, and particularly 
in the north of England where the factory system drew 
more capital than elsewhere and where the character of the 
people was perhaps more independent than that of the 
south, thrifty and hard-working men set about saving from 
their small wages in order to buy their own houses. To 
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assist one another and to provide means of saving which 
otherwise might not be available, building societies were 
formed which received the savings of the people and paid 
thereon a small rate of interest, the money so received being 
lent by the societies on mortgage to members desirous of 
purchasing their houses. House agents, insurance agents, 
builders, surveyors and lawyers saw opportunities for them- 
selves in this movement and constituted themselves its 
leaders and propagandists. The importance of the move- 
ment may be judged by the fact that despite the shocks 
to confidence due to disastrous failures of building societies 
in 1892 and 1911, those societies were before the Great 
War receiving in subscription and lending on mortgage 
about £9,000,000 per annum. Since the war the housing 
expansion has been extraordinary, being greatly aided by 
government subsidies. To a large extent building has been 
taken in hand by municipalities and other local government 
authorities, but the societies have also continued to take a 
large part in it and the advances in recent years have ex- 
ceeded £100,000,000 per annum. At the close of 1936 the 
advances outstanding were approximately £587,000,000, 
representing sums owing by about 1,300,000 people. 

At the same time friendly societies were being formed 
by working men for mutual aid in cases of sickness, death 
or hardship, provision for medical attendance, sick and 
unemployment pay and the like by means of small weekly 
or monthly contributions to common funds. The societies 
have developed enormously and in addition to their old ac- 
tivities now provide the principal machinery for operating 
the National Health Insurance Acts. At the last date for 
which I have statistics (1935) there were approximately 
20,000 of these societies with 8,200,000 members and total 
funds of £135,000,000. 


In the middle of the 19th century workpeople also came 
together to form societies for the joint purchase of food- 
stuffs and household and personal necessities at wholesale 
prices and the resale to members on terms designed to 
cover expenses plus a modest rate of interest on the capital 
contributed by members: in this way the industrial and 
provident society or co-operative movement was born. Sub- 
sequently the retail co-operative societies associated to- 
gether to form wholesale societies which have vast manu- 
facturing and mass-buying activities and the co-operative 
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trading movement became of great importance especially in 
the industrial areas. The total assets of the 5,700 societies 
now existent aggregate about £250,000,000 and the mem- 
bership (by no means confined to the working classes) is 
about eight and one-half million people, equivalent to about 
one-half of the households of the country. The sales of 
the retail stores alone in 1935 amounted to just under 
£220,000,000. 

It will be seen that the foregoing and similar movements, 
led in their early stages by honest but untrained men, af- 
forded opportunities for the unscruplous to defraud the 
thrifty working classes who could least afford to bear losses. 
At their best the lack of training for business of the mem- 
bers elected to manage the affairs of the societies involved 
all the gravest risks of incompetence and chaotic manage- 
ment. Parliament had therefore to pass legislation con- 
ferring the privilege of limited liability upon members of 
such societies and to exercise control over their adminis- 
tration. 

Then there are the trade unions, which occupy an im- 
portant place among the social welfare organisations in 
Great Britain. For many years now unions have played 
a@ prominent part in the process of collective bargaining 
between employers and employees as to wages and working 
conditions. They were first permitted to register with the 
Registrar of Friendly Societies in the year 1871, when the 
disabilities under which they had formerly laboured were 
removed. There is no obligation upon a trade union to 
register, but by doing so it obtains certain privileges, and 
in fact the registered unions, about 450 in number, cover 
about 4,250,000 persons estimated to represent 80% of 
employee trade union membership. The total number of 
persons estimated to be at work is about 11,400,000, so that 
trade union membership apparently represents about 47% 
of the employed population of Great Britain of those ages 
which come under the unemployment insurance acts. 

As well as serving the purpose of collective bargaining 
most of the trade unions act as friendly societies and as such 
handle large sums of money annually. The importance of 
the registered trade unions in the social and financial sense 
may be judged by the fact that at the end of 1935 their 
funds amounted to over £14,000,000 and during that year 
they disbursed over £2,500,000 in unemployment pay de- 
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rived as to three-fourths from the Government Unemploy- 
ment Insurance Fund; over £1,000,000 in superannuation 
payments and over £1,250,000 in sickness, accident and 
other benefits. The amounts paid out in strike pay were 
just over £230,000 which was about the average for the 
preceding ten years (omitting 1926 when the general strike 
caused the disbursement on this account of £5,600,000). 

Since 1913 trade unions have been authorized, if their 
rules so permit, to establish political funds to which their 
members may subscribe. In 1935 there were just over 
two million trade union members who were contributing to 
political funds of their unions. The expenditure for political 
purposes in that year amounted to £229,000 as against con- 
tributions of £163,000. The total political funds remaining 
on hand at the end of the year were £378,000. The large 
expenditure in 1935 was doubtless due to the general par- 
liamentary election which occurred in that year. It should 
be noted that under a statute passed in 1927 a member’s 
subscriptions to a union cannot be applied to the political 
fund unless the member specifically so elects in writing, 
and that the union has to keep entirely separate and dis- 
tinct accounts for its political fund. 

A deficiency in the political fund of a registered trade 
union constitutes a misapplication of the union funds in- 
asmuch as it represents an inroad into the general funds 
raised for mutual benefit purposes, and as such is forbidden. 

It will be apparent to you that the administration of 
the large funds held by the trade unions and by the build- 
ing societies and other social welfare organizations to which 
I have referred, would, in the absence of regulation, afford 
many opportunities for dishonest managements to enrich 
themselves at the expense of the organizations and thus to 
inflict losses upon sections of the community who are among 
those least able to bear them. It early became apparent 
that some system of government supervision of the social 
welfare organization movement must be devised. The gen- 
eral form of control applied to all the organizations which 
I have mentioned has for many years been that in return 
for the privileges accorded to them by registration, the 
organizations must submit annual returns to the Chief 
Registrar of Friendly Societies. 

These annual returns are in prescribed forms which vary 
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according to the general type of organization, 1.e., whether 
building society, friendly society, co-operative society or 
trade union, but in all cases a full abstract of the organ- 
ization’s accounts with a certificate signed by the organiza- 
tion’s auditors is a main feature of the return. In the case 
of trade unions the accounts of their political funds have 
to be shown in considerable detail in the return, and whether 
a trade union is registered or not it has to make a return 
giving the audited accounts of its political fund. The pre- 
scribed form of political fund account shows the contribu- 
tions from members and in detail the receipts of the fund 
from other sources. It also shows in detail the expenditure 
authorized by the Trade Union Act of 1913 (which author- 
ized the establishment of political funds) and details of 
the management expenses of the fund. 

The annual returns of social welfare organizations are 
carefully scrutinized by the Chief Registrar of Friendly 
Societies who pays particular attention to the auditors’ re- 
ports on the accounts. Where an auditor’s report shows 
that wrong accounting methods have been applied or that 
irregularities have occurred, the Registrar takes immediate 
steps to require that matters shall be put right or to initiate 
the prosecution of the offenders. The auditor’s certificate 
has to state whether he has had access to all the books and 
accounts of the organization and whether, having examined 
the annual return and verified it with the accounts and 
vouchers, he finds it to be correct, duly vouched and in 
accordance with the law. If not, he has to report the 
respects in which the accounts are defective. 

The Registrar is constantly impressing upon the com- 
mittees of the social welfare organizations the desirability 
of using the services of professional accountants, to the 
value of whose work in detecting frauds and in ensuring 
proper accounting treatment he frequently pays tribute. 

It has been the rule for nearly half a century that at 
least one of the auditors of a building society must be a 
public accountant, and for a quarter of a century this has 
applied to industrial and provident societies. In the case 
of friendly societies and trade unions, however, there is 
still the option to use two or more auditors who may or 
may not, as the society elects, be professional accountants. 
Experience has done much to turn friendly societies and 
trade unions towards the profession, and the larger. bodies 
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generally entrust their affairs to examination by people of 
professional experience, but many of the smaller bodies, in 
spite of governmental pressure, are still content to use the 
services of members who have no knowledge of auditing 
and are therefore liable to be misled by dishonest custodians 
of the organization’s funds. 

The annual reports of the Chief Registrar, which sum- 
marize and comment upon the returns received by him, 
show that he relies greatly upon the professional account- 
ant for assisting him in seeing that the various social wel- 
fare organizations are run on sound lines. It is true that 
neither the professional accountant nor the government can 
adequately take the place of honest and prudent manage- 
ment, but they can and do go a considerable distance in the 
direction of seeing that dishonesty is brought to light and 
action is taken to punish it or prevent its recurrence. 

Tax Legislation of the War and Post War Periods 

Prior to the European War of 1914-18, taxes on incomes 
in Great Britain were not much more than 5%, but the war 
and its legacy of governmental debt changed all this. Be- 
fore the war the burden was insignificant, the computation 
of tax liabilities was simple and in any case was not a mat- 
ter on which business men had anxiety for precision; dur- 
ing and after the war great burdens were imposed and the 
computation of tax liabilities became a highly technical 
and complex matter. Business men in increasing numbers 
turned for help to the professional accountant and, as a 
result, the almost dual relationship with the government on 
the one hand and his various clients on the other, which had 
been recognized long before the war, became greatly in- 
creased in both extent and importance. 

Special taxes in the shape of Excess Profits Duties were 
imposed for war purposes, and before they were withdrawn 
in 1921 the rate of tax had been as high as 80% of the 
excess profits over and above the standard profit appropriate 
for the particular business. The income tax eventually rose 
to 30%, and in the last sixteen years has fluctuated between 
20% and 2714%, the latter being the present rate. In ad- 
dition, higher rates of income tax known as surtax became 
payable upon personal incomes in excess of £2,000 per an- 
num. These rates range from just over 5% on the first 
£500 in excess of £2,000 per annum to over 41% upon in- 
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comes in excess of £50,000 per annum. This means that 
very wealthy persons are liable to a combined income tax 
and surtax charge of over two-thirds of their annual income. 
In addition to these taxes there is now in operation a Na- 
tional Defence Contribution, equivalent to 5% upon business 
profits. This is in effect an additional income tax which 
falls in the case of a company on the holders of shares 
representing the equities to the exclusion of other share or 
bond holders and has been for that reason much criticized. 

It is evident from this brief description that since 1914 
the exact determination of the taxable profits of businesses 
has been a matter of great importance to the business com- 
munity and also to the government. 

With the growth in the tax burden the complexity of 
computation also increased enormously and business men 
have turned to professional accountants for assistance and 
to an increasing extent have entrusted them with the duty 
not only of preparing computations but of interviewing the 
Inland Revenue authorities and discussing the computations 
and settling with the authorities the amount of the taxable 
profits. 

In this sphere of a professional accountant’s work we 
have a clear illustration of the great trust reposed in him 
both by the business community and by the government in 
Great Britain. In dealing with tax matters the govern- 
ment does not send its officials to examine the books of a 
business (except in very rare cases of fraud). Indeed, it 
has no power and has shown no inclination to acquire power 
to do so, and whatever might have been Parliament’s at- 
titude during and just after the war it may be doubted 
whether it would now be willing to approve such an exten- 
sion of the bureaucracy as would be necessary to provide 
the number of officials requisite for making such examina- 
tions. Certainly the business community would strongly 
resent and resist any such inquisition. 

What happens is that the business man’s accountant 
supplies a copy of the accounts audited or prepared by him 
to the authorities and discusses with them what adjust- 
ments of the figures are necessary in order to arrive at the 
taxable income. Any questions which the Inspector of 
Taxes may wish to put as to the basis upon which the ac- 
counts have been prepared or as to the details of items 
appearing in the accounts are dealt with by the accountant, 
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and his answers are accepted as true by the Inland Revenue 
authorities without verification. In other words, the author- 
ities start off with the belief that audited accounts may 
be accepted as correct and what they are concerned with 
is to obtain mutual agreement as to the adjustments which 
may be appropriate for taxation purposes rather than to 
verify the correctness of the accounts. 

I think I have said sufficient to illustrate the trust which 
is reposed in the professional accountant both by the gov- 
ernment on the one side and by business on the other. 


Special War Time Relationships and Services on and for 
Government Committees 

No consideration of the relationships between the pro- 
fession of accountancy in Great Britain and government 
and business can be complete which ignores the special ser- 
vices rendered by accountants for the government during 
the war and the work on and for government committees 
which they have continued to do since. 

With regard to war work I believe that similar services 
were of course performed in the United States. Suffice it 
to say that in the various bodies which were set up to enable 
the government to take effective and direct control of trans- 
port, food supplies and munitions production in all their 
multitudinous ramifications, accountants were to be found 
using their professional experience and skill in order to 
assist the government in organizing and carrying out the 
controls. In this way accountants came to exercise new 
functions and were brought into contact with industry as 
representatives of the government. 

In addition to those services which were the special out- 
come of war conditions, accountants have been entrusted by 
the government with important duties in connection with 
government committees and enquiries in a variety of mat- 
ters. The government departments in Great Britain have 
standing bodies whose functions include that of obtaining 
information as to prices of commodities which directly affect 
the cost of living. 

There is, for example, the Food Council whose function 
it is to keep a watchful eye over the prices of foodstuffs. 
Individual accountants have served on this council and have 
been responsible for conducting enquiries into the cost of 
foods and the fairness or otherwise of the profit made by 
the producers and distributors of foodstuffs. 
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The Board of Trade and the Ministry of Health have 
standing committees whose duty it is to advise the ministers 
concerned with respect to the reasonableness of prices for 
building materials. Those committees endeavour to form 
an opinion as to what is a fair standard of prices for the 
principal commodities used for housing and for this purpose 
take into account what is a reasonable profit for the pro- 
ducer and distributor. In that connection the committees 
have from time to time to deal with the principal associa- 
tions of traders and for this purpose send professional ac- 
countants nominated by them to investigate the books of 
selected businesses. The committees are very largely guided 
in forming their opinions by the reports made by their 
accountants. 

I may give further instances of this type of activity. 
For example, the Minister of Health has the responsibility 
of deciding the fees which shall be paid to doctors for their 
services to persons insured under the National Health In- 
surance Acts. On two occasions in recent years, public 
enquiries have been held under the chairmanship of a dis- 
tinguished lawyer, and on each of these occasions an im- 
portant member of the Board to whom the other members 
have looked for guidance on matters of figures has been a 
professional accountant. 

Only last year it was decided in principle that the nation 
should acquire the whole of the ownership of minerals in 
Great Britain. The owners of mining royalties were unable 
to reach agreement with the government as to what was a 
fair price, and in due course they agreed to accept the de- 
cision of a tribunal composed of a distingushed judge, a 
chartered accountant and a mining engineer. 

I have mentioned these activities of accountants on and 
for government committees not so as to give an exhaustive 
list of the direct relationships between professional account- 
ants and the government in this connection, but rather to 
illustrate the great trust which is reposed in the profession 
by the government where matters concerned with business 
arise. 

Trade Arrangements, Marketing Schemes, Pools, Etc. 

You probably know that in Great Britain it is permis- 
sible for pooling and price maintenance arrangements to 
be made between business men with the purpose of ensur- 
ing the orderly marketing of their products and maintaining 
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prices. Thus recognized by the government as being in 
some instances desirable, such arrangements are not un- 
common. 

In the coal trade, for example, provisions were made 
eight years ago in acts of Parliament dealing with the mat- 
ter to set up in each mining district schemes obliging all 
colliery owners to sell their coal at standard prices and to 
limit the quantity of their production to a specified propor- 
tion of the total production. From the government’s stand- 
point this arrangement had advantages in ensuring as far 
as possible an even distribution of employment among col- 
liery workers and preventing a price cutting war, the fin- 
ancial effect of which might well have been disastrous to 
individual coal owners, with such undesirable social conse- 
quences as unemployment and bankruptcies. Accountants 
play their part in the operation of this scheme, for it is 
their duty to examine the records of each of the concerns 
affected by the scheme and to report to the district com- 
mittees appointed by the industry any infringement of the 
regulations laid down. 

Similar functions are performed by accountants with 
regard to numerous other trade arrangements, many of 
which are voluntary and often secret to the parties. Traders 
often are not willing to disclose their figures to one another, 
but they are willing to disclose them to independent ac- 
countants who assess the proportion of the total trade done 
by each business and allocate quotas accordingly. In very 
many cases accountants act as secretaries of pooling ar- 
rangements and arrangements designed to control produc- 
tion, and the confidence which business men have in the 
impartiality and discretion of the professional accountant 
in this way is somewhat remarkable. 

Wages Ascertainments 

Another direction in which the accountant’s activities 
bring him into relation with business is in the ascertain- 
ment of wages rates where such rates depend upon the 
results of trading. In some industries wages vary accord- 
ing to sliding scales agreed between the trade unions and 
the associations of employers, which sliding scales depend 
either on the price of the product or upon the profits of 
the business, and in these cases the figures supplied by or 
agreed between professional accountants representing the 
employers on the one side and the employees on the other, 
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are accepted without question as the basis of calculating 
the wages. In this way the accountant plays his part in 
the preservation of harmonious relations between employer 
and employee. 

Conclusion 


To sum up, it would be unseemly for a member of the 
profession to appear to boast of the position which, though 
among the youngest of the professions, it has reached in 
public and official opinion. May I therefore be permitted to 
quote some words of our Prime Minister uttered a few 
years ago, but which I hope are still valid: 

“The limitations upon the accountant’s functions 
have largely disappeared, and today he is regarded by 
the business man in the same way as the family solicitor 
was regarded by the household — as an indispensable 
friend and adviser whose opinion must be obtained be- 
fore any great business enterprise is undertaken or any 
great financial transaction carried through. There has 
grown up a familiarity on the part of accountants with 
all the innermost ramifications of business, which means 
that today not only are their services required for those 
concentrations and amalgamations which are the feature 
of the present time but we find accountants invited to 
become directors of companies, arbitrators in trade dis- 
putes and on trade boards, assessors upon Government 
Committees, and advisers to the Government in matters 
of the highest national and international concern. That 
they should have attained to this great position in public 
estimation implies that the public has learned to place 
confidence not merely in their professional competence 
but also in their personal character, in their sense of 
honour, and in their sense of fairness and justice.” 
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A METHOD OF RECORDING AND CHECKING FREIGHT 


By H. W. Brown, Chartered Accountant 
Winnipeg 


(= of the major sources of business expenditure is 
freight but, with the exception of firms large enough 
to have a competent man devote the whole or a large part 
of his time to the subject, internal check is usually quite 
inadequate. The fact that freight claims experts can make 
a fair living from checking old freight bills for claims on 
a percentage basis indicates a general lack of system. 

The method outlined, which is being utilized by a whole- 
sale dry goods firm, can be changed and adapted to any 
business. The basis of the system rests on recording ship- 
ments before arrival in a “shipment register.” Order forms 
should request that the supplier mail invoice and bill of 
lading for each shipment, both showing case or carton num- 
bers and shipping weights. The invoice and bill of lading 
are taken from the mail before distribution to the depart- 
ments and recorded in the shipment register by the account- 
ing office for date of invoice, date received in mail, amount, 
case numbers and department. Each supplier of any im- 
portance is given a page in the register with the applicable 
freight rates for each class of goods shown at the top of 
the page together with any other information that might 
be useful. These rates can be obtained from old freight 
bills, rate and classification books and direct enquiry from 
the railroads. Sundry pages can be used for occasional 
suppliers and the rates obtained either by comparison with 
suppliers that rate a page or by enquiry. As most suppliers 
ship only one class of goods building up a register is not 
too difficult or too complicated. A sample page is appended. 

The actual goods when received are weighed at the re- 
ceiving room and the case numbers and weight of each case 
recorded by the receiver on the reverse side of the accom- 
panying freight bill. The department to which the goods 
are delivered is also noted and the freight bill is sent to 
the accounting office. 

The accounting office posts the freight bill to the ship- 
ment register before passing it for payment. Railway weight 
and receiver’s weight must agree with the weight shown 
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in the register. Similarly case numbers must agree and 
the rate must be in agreement with the rate shown applic- 
able to shipping instructions, i.e., all rail, lake and rail or 
pool car. Calculations are also checked before approval is 
given. After approval the freight is paid and recorded in 
the usual manner. Where errors exist further investigation 
is made and, if the facts are in order, the railway is re- 
quested to supply a corrected freight bill. 

The method outlined will disclose errors in weights, cal- 
culations, rates, shipping instructions, duplicate or incorrect 
billing and freight charged on prepaid goods. The record- 
ing of invoices before approval also provides a record which 
is valuable in locating invoices in departmental hands and 
accordingly not easily available to the accounting depart- 
ment. The actual work involved, once the register has been 
built up, averages about half an hour daily for one clerk in 
a fair-sized business. 


(see following page) 
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ROUND TABLE DISCUSSION AT THE ANNUAL 
MEETING 


Should the Statutory Form of the Auditor’s Report 
to the Shareholders be Changed? 


A Summary Prepared by 


Kenneth W. Dalglish, Chartered Accountant, 
Montreal 


As intimated in the programme of the proceedings for 

the annual meeting at Halifax in August, one of the 
sessions was devoted to a discussion of the subject “Should 
the Statutory Form of the Auditor’ e 
holders be changed.” A memorandum regarding the dis- 
cussion and the points to be considered was published in 
the July issue of THe CANADIAN CHARTERED ACCOUNTANT 
and a representative number of reports, chosen at random 
from the published annual accounts of Canadian companies, 
appeared in the August issue. 

It is believed that the members of our Association who 
were unable to be present at the annual meeting will be 
interested in learning of the discussion which took place. 
The meeting was very fully attended and it was obvious 
that the subject was one in which everyone present was 
earnestly interested. In addition to the many contributions 
to the discussion made by our own members the meeting 
was fortunate in hearing the views of Mr. George Cochrane 
of New York, the representative of the Institute of Char- 
tered Accountants in England and Wales, and of Mr. Wm. 
C. Heaton, the representative of the American Institute 
of Accountants. 

A copy of the proceedings of the annual meeting, which 
contains a verbatim report of the discussion, has been sent 
to each Provincial Institute and will doubtlessly be avail- 
able to any of our members. It is not intended, therefore, 
to reproduce the full discussion in this summary, although 
extracts will be quoted for the benefit of the reader. 

The writer was privileged to act as Chairman of the 
meeting and the following are extracts from his opening 
remarks: 

“Two years ago the Legislation Committee of our 

Association made recommendations to the Department 

of the Secretary of State in Ottawa regarding suitable 
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amendments to the Dominion Companies Act. At that 
time we did not make any suggestions regarding the 
section dealing with the report which the auditor is 
required to make to the shareholders. There was, in 
the minds of some of us at that time, the question as 
to whether or not certain features of the American 
form of certificate might be adopted by us, but I think 
we felt that we would like to see a few more years of 
experience in the United States with that form of cer- 
tificate before considering the matter further. 
“In England one form of certificate is used and is 
\very rarely deviated from, and I think that is perhaps 
the greatest benefit of any form of certificate: the ex- 
tent of its general adoption. In the United States it 
would seem that arising out of the decision in the 
Ultramares case, American accountants got together 
and a special committee headed by Mr. George O. May 
working in co-operation with the New York Stock Ex- 
change, devised a form of certificate which was con- 
sidered satisfactory. That form is now being used very 
largely all through the United States; so that in the 
United States also one form is being generally adopted. 
In Canada unfortunately we seem to be breaking away. 
Mr. Carr was kind enough to go through a large number 
of annual reports of companies and the certificates pub- 
lished in this pamphlet are only a few extracted from 
these reports, but which indicate that we are rapidly 
departing from uniformity. We of course are in the 
position of being influenced to a great extent by Amer- 
ican practice. Auditors of subsidiary companies in 
Canada of American companies are sometimes asked to 
| use the American form of report, and they have wound 
in with that form certain additional phraseology so that 
it will comply with the Dominion Companies Act. There 
also has been a tendency to use it or some similar form 
for purely Canadian companies. For these various 
reasons, in arranging for this annual meeting it seemed 
that it would be an appropriate time to have a discus- 
sion on this subject.” ; 
At the outset of the meeting attention was drawn by 
~ Mr. James Turner, of Toronto, to the words “Statutory 
form of the auditor’s report” appearing in the title of the 
discussion. Mr. Turner felt that there was no “Statutory 
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form” of report. It is possible that the title “Should the 
‘statutory requirements of the auditor’s report to the share- 
holders be changed” would have been more appropriate. 
However, it is believed that the outline of the subject, which 
was distributed to the members, made the object of the 
discussion clear. During the discussion Mr. Turner con- 
tributed some very thought-provoking suggestions and as 
they are contained in a letter to the Association which is 
reproduced in this issue of THz CANADIAN CHARTERED AC- 
COUNTANT it is unnecessary to refer to them in this sum- 
mary. 

In the representative reports which were reproduced in 
the August issue the expressions “In connection therewith, 
we examined or tested accounting records of the company 
and other supporting evidence” and “but we did not make 
a detailed audit of the transactions” appeared quite fre- 
quently. These expressions are contained in the form of 
certificate now largely used in the United States but they 
have been adopted quite extensively by auditors of com- 
panies in Canada. A considerable part of the discussion 
was devoted to these phrases of limitation and the following 
quotations from the remarks made by members taking part 
will be of interest. 

“T think the extent of the examination should be 
stressed in whatever report be made. That is a most 
interesting point to the shareholders.” 

“It seems to me that the Act assumes that sufficient 
examination will be made to enable the auditor to give 
a certificate substantially along the lines set out in the 
Act. If he confines his examination to tests, or makes 
insufficient examination, and then qualifies his certificate 
in such a way as practically to destroy its value, he is 
simply evading the intention of the Act. When this 
form of certificate is set out as an example or guide, or 
something that is really compulsory, there may be cer- 
tain qualifications he may have to make, but I think 
the -Act assumes that a sufficient examination will be 
made to make it possible for the auditor to certify the 
accounts substantially in the form set out in the Act.” 

“I think that point is well taken. The only question 
in my mind is, can you as a practical matter examine 
all the accounts of the company? I think that while 
the Act perhaps does anticipate that you will examine 
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the accounts sufficiently to give a fair certificate, in 

actual practice, particularly in large concerns, it is not 

possible. To what extent can you qualify your certifi- 
cate without destroying its value?” 

Mr. George Cochrane of New York who was a member 
of the committee of the American Institute which drafted 
the “American” form of certificate had the following in- 
teresting remarks to make regarding the expression “but 
we did not make a detailed audit of the transactions”: 

“In regard to the language ‘that we did not make a 

detailed audit’ this is the only disclaimer that there is 
in the certificate. The committee had the advice of 
more than one lawyer and they all advised that dis- 
claimers should not be made unless it was quite certain 
that everything which should be disclaimed was dis- 
claimed. For instance, accountants do not examine the 
documents recording the existence of real estate. They 
do not as a rule actually take inventories, these being 
matters which in the United States and, I believe, in 
the rest of the world generally we are not supposed to 
undertake. But in the United States it might be said 
that if a disclaimer was made on one thing then, be- 
cause a disclaimer was not made on others, a reader 
of the certificate would be entitled to assume that if 
they had not been done a disclaimer would have been 
made. The evidence in the Ultramares case was that 
certain minor subsidiary records had not been examined 
but because the accountants had stated that they had 
‘examined the books’ the court said that meant every- 
thing. It was the committee’s opinion that it is not 
the practice anywhere in the world to examine every- 
thing, except in very small cases, and therefore in view 
of the decision in the above mentioned case a disclaimer 
was necessary in this respect.” 

During the discussion reference was also made to the 
procedure of auditors of companies in England. While the 
statutory provisions of the Dominion Companies Act and 
the English Companies Act relating to the auditor’s report 
are at the present time very similar the question was raised 
as to whether or not some variation between the form of 

\ report given in Canada and the one given by auditors in 
England was desirable on the grounds that auditors of 
companies in Canada do not carry out such a detailed audit, 
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the tendency here being to perform a “balance-sheet” audit 
only. In this connection the following comment was made 
by Mr. Cochrane: 

“In anticipation of being here, and knowing that 
this subject might be discussed, when I was in England 
in May I discussed with members of the English In- 
stitute the amount of work that they do. I had been 
away from home so long that I wondered what the 
procedure is now. I can assure you of what probably 
many of you know, that they do not do the detailed 
audit; they do a balance sheet audit in England today 
in the big companies; they do substantially what we do 
in the United States. 

“I was surprised, as my belief had been that the 
English practice was to make a very detailed audit and 
while, of course, in the case of large companies this 
was obviously impossible, I found that the detailed 
audit was not done even in the case of corporations of 
medium or smaller size. I believe you will find that 
the accountant’s certificate under the British Act is 
given on the basis of substantially the same amount of 
work as you do in giving your certificate and as we 
do in the United States.” 

One of the points for discussion as contained in the 
outline published in the July “Chartered Accountant” was 
“Would it be desirable to adopt the ‘American’ form in 
entirety by suitable amendment to the Companies Act?” It 
was learned from the visitors from the United States that 
the “American” form of certificate is now undergoing a 
great deal of criticism by governmental bodies, particularly 
with reference to the phrase “In accordance with accepted 
principles of accounting consistently maintained by the 
company during the year under review.” The following 
remarks of our visitors would indicate that the attitude 
of the Legislation Committee of our Association in this 
connection, two years ago, was the proper one. 

“If I may express an opinion, I think the suggestion 
made by your Chairman is a wise one, that you should 
not consider going very far along the lines of the cer- 
tificate now very widely used in the United States until 
a few more years of experience have been had with it.” 

“The committee which formulated the standard cer- 
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tificate was working in January and, as accountants had 
to get out their certificates on accounts as at the prior 
December 31, it was expedient that a certificate should 
be formulated which could be generally used. I do not 
think that it is something which should be copied by 
you and, particularly so as it is at present under con- 
sideration and, I believe, will be altered and changed 
at an early date. It is not considered entirely satis- 
factory even from our point of view and I believe that 
the majority are quite willing to change it when it has 
been decided what changes are necessary.” 

The general consensus of opinion at the meeting seemed 
to be that our Association should not seek any material 
changes to the section of the Dominion Companies Act 
dealing with the auditor’s report and the following remarks 
were in support of this view: 

“In Canada and England our position is totally dif- 
ferent. We have a statutory duty laid down which we 
have to fulfil, and it is left to our judgment how far 
we are to go. We have to express an opinion and we 
are liable if we have not done sufficient, as found by 
the courts. The courts have generally found fairly and 
reasonably in favour of the accountant. In Canada we 
have had in the last two or three years two very im- 
portant decisions, one in Manitoba by the Court of 
Appeal and one in British Columbia by the Court of 
Appeal. Although the Trial Judge found against the 
accountant the decisions of the Appeal Courts were in 
favour of the accountant. From a legal point of view 
we are in a fortunate position. That being the case, I 
wonder if we can compare conditions in the United 
States with conditions in Canada and England, and 
whether we ought to be worried because they do some- 
thing in the United States which we do not do in Canada. 
ae inlate At present we are pretty amply protected. I 
am doubtful as to the advisability of our Association 
at this time making any representation to the govern- 
ment as to qualifying or condensing or enlarging the 
certificate, which to date has proved so satisfactory in 
Canada.” 

“This Companies Act follows to a large extent the 
British Companies Act. I think the only safe ground 
we can take is to stay where we are and await develop- 
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ments in Great Britain which may take place within a 
short time.” 


One speaker expressed the view in the following remarks 
that the statutory requirements might be broadened to 
permit of the auditor reporting more fully regarding the 
scope of his examination. 


“As you pointed out in your opening remarks, Mr. 
Chairman, the accountants of Canada do not use a uni- 
form certificate. They have a great many different 
forms, and they cannot all be the best. On the other 
hand we must not forget that adoption of a universal 
certificate may have very distinct disadvantages. After 
all, to whom are we giving the certificate, and for whose 
information? Surely the shareholders. Auditors for 
example have to meet Boards of Directors who want 
their auditors to give a simple form of certificate in 
few words and who (it may be in quite a proper way) 
endeavour to get auditors to say as little as possible 
about the accounts, because the introduction in the cer- 
tificate of some different matter from a year ago or 
from two years ago may prompt enquiry by a share- 
holder. Directors naturally lean to a universal cer- 
tificate which is the same year after year. Shareholders 
on the other hand are curious people—and quite rightly ; 
they ask for and are entitled to full information about 
the duties of the auditors and the work the auditors 
have done...... The tendency to restrict information 
may be bad; it may create suspicion and distrust. If 
shareholders and other interested persons see the one 
kind of certificate used for financial and commercial and 
other kinds of corporations, they may say, ‘What have 
these auditors done? We do not know what they have 
done; they have just signed their signatures at the end 
of three short lines of a report, which we see is the 
same in scores of hundreds of other companies and what 
does it all mean?’ That is not good for the profession; 
I think it is better to make a greater disclosure of what 
the auditors have done... . I therefore lean generally to 
more information being given by auditors in their cer- 
tificates as to what they have done. Moreover, we have 
to consider this question in the light of different kinds of 
companies, such as companies which have branches and 
subsidiaries against companies which have none, or com- 
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panies which have branches or subsidiaries abroad in 

contrast to those having all their activities in Canada— 

all these variations call for some enlarged description of 
what the auditor has done.” 

When the Dominion Companies Act was amended in 
1934 and consolidated accounts given recognition, the stat- 
utory requirements of the auditor’s report remained un- 
changed. One member contended that consolidated accounts 
could not be said to be “as shown by the books of the com- 
panies,” but were only prepared from the books of the 
companies and that our Association should seek an amend- 
ment to the Act to permit of a slight change in connection 
with the certification of consolidated accounts. 

The following remarks were also of considerable interest 
in connection with the profit and loss account: 

“I was interested to note in the paper by Sir Laur- 
ence Halsey, published in the Journal of Accountancy for 
August, on ‘The Position of the Public Accountant in 
Relation to Business and Government in Great Britain’ 
the following reference: 

‘The usual form of audit report [in Great Britain] 
almost copies the language of the statute and may be 
thought to represent an extreme economy of words. 
It contains, for example, no specific reference to the 
profit-and-loss account, and there is no statement, 
such as that to which you are now accustomed in the 
United States, to the effect that the accounts have 
been prepared on the basis of accounting principles 
consistently maintained. The courts and business 
people in Great Britain interpret the report in its 
common form to cover these points, however, and the 
professional auditor is trusted to qualify his report 
if he finds any matters concealed in the accounts laid 
before the shareholders which result in the accounts 
failing to give a fair picture of the position and re- 
sults of the company’s transactions.’ 

“In that regard I had intended to raise the question 
as to whether the Dominion Companies Act definitely 

. and clearly makes the auditor of a company responsible 
or the information given in the statement of income and 
expenditure required under the Act. It is true that most 
of us acknowledge or accept responsibility for the accur- 
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acy of the information given, but one can think of cases 

where a client may point out to the auditor that there 

is no provision in the Act making him responsible for 
the statement of income and expenditure. “That is some- 
thing with which you have nothing to do,’ he might say, 

‘You are merely certifying that you have examined the 

books and accounts of the company and that the balance 

sheet presents a true and correct statement of the affairs 
_of the company.’ It might be advisable therefore that 
consideration be given to that point by the Legislation 

Committee, with a view to possible clarification of the 

Act in that regard.” 

This discussion meeting was the first of its kind to be 
held in connection with the annual meeting of our Associa- 
tion and it is believed that it proved to be a successful means 
of providing an opportunity for free discussion of matters 
which are of vital importance to the profession. The time 
allotted for the discussion was insufficient to give many the 
opportunity of expressing their views. At the conclusion 
of the meeting Mr. Harvey Crowell, of Halifax, made the 
following remark: 

“There may be a number who are burning to say 
something on this question. Is there any reason why 
they should not write it and send it to THe CANADIAN 
CHARTERED ACCOUNTANT? The discussion could be carried 
on without waiting for the next annual meeting.” 

It is hoped that many of our members will act on this 
suggestion and contribute their views to the columns of 
THe CANADIAN CHARTERED ACCOUNTANT. 
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INCOME WAR TAX ACT DECISION 
The Fullerton Case 


The following summary of the judgment rendered 2nd 
November 1938 in the case of C. P. Fullerton v. The Minister 
of National Revenue is taken from the Reports of the Ex- 
chequer Court of Canada. The appeal was heard before the 
Honourable Mr. Justice Maclean, President of the Court. 


The appellant, C. P. Fullerton, was appointed in Decem- 
ber 1933 chairman of the trustees of the Canadian National 
Railways for a term of five years at a salary of $30,000 per 
annum. By an Act of the Parliament of Canada, 1936, the 
appellant’s office was abolished, and his employment as 
chairman of the trustees terminated on 1st October 1936. 
Appellant was advised by the Minister of Railways that he 
would be granted a gratuity of $30,000 and later, on the 
recommendation of the Minister of Railways, an order in 
council was passed approving of the payment of such sum 
by the Canadian National Railways to appellant “in relation 
to his services as Chairman, to be paid to and accepted by 
him as a remunerative payment subject to income tax.” 
The board of directors of the Canadian National Railways 
passed a resolution in substantially the same terms as the 
order in council and a cheque for $30,000 was delivered to 
appellant accompanied by a voucher, embodying the lan- 
guage of the resolution, for his signature, the latter portion 
of which stated that the money was being paid to and ac- 
cepted by the appellant “as a remunerative payment subject 
to income tax.” The voucher was signed by the appellant 
concurrently with the receipt of the cheque. Immediately 
after receipt of the cheque the appellant wrote to the Presi- 
dent of the Canadian National Railways and also to the 
Minister of Railways in protest against the form of the 
voucher and the manner in which the payment was therein 
described. 

The appellant was assessed for income tax purposes on 
this sum of $30,000. The assessment was affirmed by the 
Minister of National Revenue from whose decision the appel- 
lant appealed. 

It was held that the payment was personal to appellant, 
made because of the cessation of his office, and not for past 
services rendered in office and therefore not subject to 
income tax. 
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THE CANADIAN CHARTERED ACCOUNTANT 


GENERAL NOTES 
Matters of Interest to Members 


Meeting on Education and Examinations—One of the im- 
portant subjects of discussion at the annual meeting of the 
Dominion Association in Halifax last August was uniform 
examinations and a standardized syllabus of education for 
the nine Provincial Institutes. As the attainment of uni- 
formity in these respects was desirable, the annual meeting 
unanimously endorsed the principle of uniform examina- 
tions and the appointment of a committee representative of 
the Institutes to consider this matter and a standardized 
syllabus of education. Accordingly the following commit- 
tee named by the Executive Committee (the representatives 
of the Provincial Institutes being first nominated by the 
Institutes) met in Winnipeg on the 18th and 19th No- 
vember: 


Chairman — Kris A. Mapp 


Secretary — Austin H. Carr 
Representatives: 


Dominion Association — President William E. Hodge 
— Frederick Johnson 
— Colonel A. E. Nash 


Alberta — John H. Williams, Calgary 
British Columbia — W. G. Rowe, Vancouver 
Manitoba — W. J. Macdonald, Winnipeg 
Nova Scotia —H. J. Egan, Halifax 
Ontario — W. G. H. Jephcott, Toronto 
Quebec — A. Ballantyne, Montreal 
Saskatchewan — T. E. Robinson, Regina 


The meeting was a very successful one, and at its close 
the general opinion expressed by all the representatives was 
that the conclusions reached and embodied in recommenda- 
tions to the Provincial Institutes will be regarded as land- 
marks in the progress of the profession in Canada. These 
recommendations had to do with such matters as the hold- 
ing of examinations in late November or early December, 
the standardized syllabus of education for the chartered 
accountant student, the subjects and papers to be included 
in the Intermediate and Final examinations, the establish- 
ment and the functions of a representative examining board, 
and candidates’ fees, together with the further considera- 
tion of a standardized course of instruction for all the In- 
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stitutes. These recommendations together with the sug- 
gestion that the plan go into effect in 1939 will be presented 
without undue delay to the Institutes through their repre- 
sentatives at the Winnipeg meeting; and it is anticipated 
that the report of the action taken thereon by all the In- 
stitutes will be ready for the consideration of the Executive 
Committee of the Dominion Association at its February 
meeting. 

While in Winnipeg the members of the Committee were 
the guests of the Council of the Manitoba Institute at the 
Manitoba Club, and again on Friday evening they were 
guests of the Council at the annual dinner of the Manitoba 
Chartered Accountant Students’ Association. A hearty vote 
of thanks was extended to the President, Mr. Thomas W. 
Saul, and the members of his Council for their hospitality 
and kindness to the visitors while in Winnipeg. Mr. Fred 
Johnson also kindly entertained the visitors at dinner at 
his home on Saturday evening, and this further hospitality 
was greatly appreciated by them. 


. International Congress on Accounting—At the annual 
meeting of The Dominion Association of Chartered Account- 
ants in Halifax last August, Mr. Frank A. Nightingale, 
immediate past president of the Association, was delegated 
to attend the Fifth International Congress on Accounting 
which was held in Berlin, Germany, from 19th to 24th Sep- 
tember 1938. 

In his report to the Executive Committee of the Do- 
minion Association, Mr. Nightingale stresses the efficiency 
of the arrangements for conducting the congressional ses- 
sions, and refers in glowing terms to the cordial hospitality 
extended to the foreign delegates. 

Meetings of the congress were held in the Kroll Opera 
House, session hall of the German Reichstag. The congress 
was opened by its president, Dr. Otto Monckmeier, who 
gave a warm welcome to the foreign delegates. His address 
was followed by that of Dr. Hans Frank, Reich Minister 
for Law, who spoke on behalf of the German government. 


By means of a modern translation system the delegates 
from all parts of the world were enabled to follow the ad- 
dresses of each speaker.in German, French, Italian, or 
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THE CANADIAN CHARTERED ACCOUNTANT 


English. The business and technical sessions were con- 
ducted in accordance with pre-arranged schedules. A prin- 
cipal speaker delivered a general paper reviewing the 
material in various national papers submitted beforehand. 

The discussions laid emphasis on the independent posi- 
tion of the professional accountant and referred to his 
increasing importance as a consultant upon accounting 
matters in connection with the preparation of laws and as 
an arbiter in matters pertaining to modern commerce and 
industry. There appeared to exist a general appreciation 
in all parts of the world on the importance of maintaining 
high standards of professional training, discipline and 
conduct. 

The executive offices of the congress are being main- 
tained as an “Exchange Bureau” through which, it is hoped, 
the profession in various countries will be able to exchange 
ideas on accounting and allied subjects. 


Our Contributors This Month 


Harotp W. Brown whose article, “A Method of Record- 
ing and Checking Freight,” appears in this month’s issue 
is a member (1929) of the Institute of Chartered Account- 
ants of Manitoba. Subsequent to the completion of his 
training in Winnipeg with Messrs. Geo. A. Touche & Co., 
he was employed by the same firm in Calgary for seven 
years before becoming associated with Gaults Limited, 
wholesale dry goods merchants, of Winnipeg, where he is 
now Accountant and a Director of the Company. 


KENNETH W. DALGLisH is well-known to the members of 
our Association. He has served on the Council since 1935, 
was chairman of the Finance Committee in 1936-37 and 
more recently has acted as chairman of the Legislation 
Committee. At the annual meeting of the Association held 
at Halifax last August he directed the roundtable discus- 
sion on the subject, “Should the statutory form of the 
auditor’s report to the shareholders be changed?” The sum- 
mary of that discussion appears in this issue. Mr. Dalglish 
is the resident manager at Montreal of the firm of Deloitte, 
Plender, Griffiths & Co. 


C. N. Know gs who writes on “Some Elementary Aspects 
of Budgetary Control” in this issue was born and educated 
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in England. He received his accounting training there and 
became a member of the Institute of Chartered Accountants 
in England and Wales. He came to Canada in 1929, and in 
1931 became a member of the Society of Chartered Account- 
ants of the Province of Quebec. For some time he was con- 
nected with the Quebec Students’ Society as chairman of 
the test examination committee. Prior to commencing his 
own practice in Montreal he was chief accountant for the 
Beauharnois Power Corporation Limited. 


ARTHUR FITZWALTER WYNNE PLUMPTRE, who writes on 
“The Open Market Operations of the Bank of Canada” in 
this month’s issue, was appointed to the staff of the De- 
partment of Political Economy at the University of Toronto 
in 1930 and assistant professor in 1937. After his gradua- 
tion from this University in 1928, Mr. Plumptre continued 
his studies at Cambridge, England, specializing in problems 
of money and central banking. In 1933 he served as 
assistant secretary to Lord Macmillan’s Royal Commission 
on Banking and Currency in Canada, and in 1936 was in- 
vited to give a special series of lectures at Cambridge on 
banking developments in the British Empire. This year 
he made a visit to the central banks of Australia and New 
Zealand. 


In our contributors’ column in the November issue 
reference was made to Sm Laurence Hatsey, K.B.E., when 
the first of his two articles on “The position of the public 
accountant in relation to business and government in Great 
Britain” was published. 


“Accountancy” 


The official organ of the Society of Incorporated Ac- 
countants and Auditors, London, formerly known. as the 
Incorporated Accountants’ Journal made its appearance with 
the October 1938 issue under a new title and with an en- 
tirely revised format. Accountancy as the magazine is now 
entitled, includes several new departments. Its leading 
articles have been expanded and the range of subjects 
covered has been amplified to provide greater reader-in- 


terest. 
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PROVINCIAL NEWS 
ALBERTA 


It is with deep regret that the Council of the Institute 
of Chartered Accountants of Alberta announce the resig- 
nation of Mr. J. H. Williams, F.C.A., Secretary-Treasurer 
of the Alberta Institute, owing to his continued ill health. 

During the past eleven and one-half years Mr. Williams 
has made an outstanding contribution to his profession in 
his service with the Alberta Institute. It is the hope of 
his many friends in the profession that his release from 
the arduous duties as Secretary-Treasurer will materially 
aid in his speedy recovery. 

The Alberta Institute at a recent meeting passed a 
resolution offering the facilities of the Calgary and Edmon- 
ton libraries to all visiting members of the Dominion As- 
sociation. It is felt that all Institutes might consider grant- 
ing like privileges. 


BRITISH COLUMBIA 


One of a series of monthly dinner and discussion meet- 
ings of the British Columbia Institute was held in Van- 
couver on 25th October. These meetings are being arranged 
by the Education and Technical Committee of the Institute, 
in conjunction with the Social Committee. The subject 
of discussion of the October meeting was public relations 
and the profession. 

The discussion was under the chairmanship of Mr. J. 
Harvey and opened by Messrs. V. R. Clerihue, W. H. Cotter 
and J. J. Plommer. The topic proved to be one of con- 
siderable interest to the members, many of whom joined 
in the discussion. 

While it was agreed by those present that personal ad- 
vertising by practising members and firms, even by the so- 
called “professional card,” was without merit, the opinion 
was nevertheless expressed that because of the valuable 
contribution which the profession of the chartered account- 
ant was in a position to make to the industrial and financial 
life of Canada, the profession was doing a positive dis- 
service in remaining silent and not informing the public of 
the nature and scope of the available services of the public 
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accountant. In this connection reference was made to the 
series of informative articles on the work of the chartered 
accountant published by “The Financial Post.” 

Reference was also made to the contribution of the 
chartered accountant in public life in Great Britain. While 
in British Columbia one member of the profession was a 
member of the Provincial legislature, this did not indicate 
the full measure of interest of members in public affairs 
in the Province, and the opinion was expressed that the 
profession should participate in a more active way in civic 
and provincial affairs. 

While the profession had some duty in these respects, 
those at the meeting were also convinced that the sound 
basis of the good name of the chartered accountant was 
the maintenance of a high standard in our every day pro- 
fessional work. 


MANITOBA 


Preceding a business meeting, about seventy members 
of The Institute of Chartered Accountants of Manitoba 
gathered at the Fort Garry Hotel for dinner on Friday, 
14th October. 

Vice-President Frederick Johnson presented scholarships 
and prizes to successful candidates in the May 1938 exam- 
inations, and Mr. William Gray presented prizes awarded 
by the Board of Studies of the Institute. Congratulations 
were extended by President T. W. Saul and Dr. Spence, 
Registrar of the University, and a welcome was given to 
eleven newly admitted members as they were presented 
with their certificates of membership. 

At the conclusion of an enjoyable meal, the business 
meeting was called to order by President Saul. As might 
be expected from members of this profession, a long dis- 
cussion took place regarding the appointment of an auditor 
of the Institute books, but a satisfactory conclusion was 
eventually reached. 

A very complete report of the proceedings at the annual 
meeting of the Dominion Association was made by two of 
the delegates; Mr. Frederick Johnson covered phases of 
the work of the Dominion Council, and Mr. William Gray 
reported upon the deliberations at the general sessions, 


DECEMBER, 1938. 469 








Sn a ee re eee ee eg ee 


i 
Hi 
} 
if 
! 





THE CANADIAN CHARTERED ACCOUNTANT 


Mr. Johnson’s report touched on the amendment of the 
charter of the Dominion Association, the new headquarters 
of the Association, and the appointment of Charles Cow- 
perthwaite, B.A., a final-year student of the Manitoba In- 
stitute, as assistant to the Secretary, Mr. Carr. He also 
referred at length to the work of the legislation committee. 
While calling attention to the scarcity of material submitted 
by Manitoba members to THE CANADIAN CHARTERED AC- 
counTanT Mr. Johnson made a special plea for specific per- 
formance to increase Manitoba’s part in the work of the 
magazine. 

The members were particularly interested in the dis- 
cussion on Uniformity of Examinations as reported by Mr. 
William Gray. He also remarked on the appreciation ex- 
pressed at the annual meeting of the work of the termin- 
ology committee under Mr. John Parton, and concluded by 
giving an interesting account of the roundtable discussion 
on the subject of Auditors’ Certificates. 

At the close of the meeting Thomas Saul, grandson of 
the President, on behalf of the new members, expressed ap- 
preciation of the help and encouragement given by lecturers 
and examiners to the students during the course of the 
Institute’s training programme. 

At the head table were the officers of the Institute, with 
Dr. W. J. Spence; Douglas Basford, City Auditor, and C. 
A. Glover, Comptroller-General. 


QUEBEC 

Mr. L. N. Buzzell, C.A., Chairman of the Department 
of Commercial Education of The Montreal Board of Trade 
has announced an interesting series of lectures on the 
subject “Mine Accounting and Administration,” under 
the sponsorship of the Quebec Department of Mines, and 
to be conducted by Mr. Frank Willcox, C.A. 

The course of lectures will cover such subjects as the 
incorporation and organization of mining companies, a study 
of the Quebec Mining Act and the Quebec Mining Compan- 
ies’ Act and the methods of accounting and administration 
adopted by mining companies. 

Certificates will be granted to successful candidates in 
the examinations to be held on conclusion of the course 
which comprises twenty-five lectures of two hours’ duration. 
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SASKATCHEWAN 


The members of the Institute of Chartered Accountants 
of Saskatchewan resident in Saskatoon held a dinner in 
the King George Hotel on 8th November in honour of 
Mr. W. E. Hodge, F.C.A., President of The Dominion As- 
sociation of Chartered Accountants, who was making his 
official visit to Saskatoon. 

After dinner Mr. C. P. DeRoche, chairman for the even- 
ing, extended a hearty welcome to Mr. Hodge and introduced 
him to the meeting. 


Mr. Hodge gave a résumé of the activities of The 
Dominion Association of Chartered Accountants, which 
was received with a great deal of interest. In the course 
of his address he outlined the progress which is being made 
in regard to standardization of examinations for the Domin- 
ion, and spoke of the very evident desire of the various 
Provincial Institutes to co-operate in this matter. The in- 
creased activities of the Secretary’s office in Toronto were 
mentioned, and appreciation was expressed of the work 
being done by the Editorial Committee of our magazine. 
An outline also was given of the work of the several other 
committees of the Dominion Association. In his closing re- 
marks Mr. Hodge mentioned that he had been privileged 
to represent The Dominion Association of Chartered Ac- 
countants at the annual meeting of the American Institute 
of Accountants in Cincinnati, Ohio, in September last. 


The meeting was a very enjoyable affair. 


PUBLICATIONS RECEIVED 


A Complete System of Bookkeeping for Electricity Supply Au- 
thorities, by James Hindman, (Gee ¢ Co, (Publishers) Ltd., London, 
132 pp., 9s. 4d.) 

Cost, Demand and Net Revenue Analysis, by Eric James Broster, 
(Gee € Co. (Publishers) Ltd., London, 84 pp., five shillings.) 

The Finance Act 1938—Discussed and Explained, by L. C. Graham- 
Dixon, Barrister-at-Law, (Gee ¢ Co. (Publishers) Ltd., London, 108 
pp., 5s. 4d.) 
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CORRESPONDENCE 
Toronto, 2nd November 1938. 
The Editor, 
The Canadian Chartered Accountant, 
Dear Sir: 


At the recent Halifax convention of The Dominion Association of 
Chartered Accountants one session was devoted to a discussion of the 
subject “Should the statutory form of the auditor’s report te the share- 
holders be changed?” 

This subject was promoted by the Legislation Committee of the 
Association and the chairman of that committee gave direction to the 
discussions. The interest which was taken in the subject by the mem- 
bers present indicated that the Legislation Committee was fortunate 
in its selection of a convention topic. 

When the question was asked as to what was meant by “tlie 
statutory form of auditor’s report’ the chairman read section 120 of 
The Dominion Companies Act. This section is not presented in the 
Act as a form to be observed by auditors in making their report; it 
merely embodies a number of points on which the auditor is required 
to inform the shareholders. 

The meeting had before it a number of typical auditor’s reports 
which the office of the Association had selected as an aid in the con- 
versations during the session. These reports, with possibly one excep- 
tion, reflected a common inconsistency as between the practice of the 
auditing profession and the provisions of The Companies Act with 
which all auditors attempt to comply. 

Section 120 of The Companies Act, Dominion of Canada, subsection 
1, reads as follows: 

“120. (1) The auditors shall make a report to the shareholders 
on the accounts examined by them and on every balance sheet laid 
before the company at any annual meeting during their tenure of 
office, and the report shall state 

(a) whether or not they have obtained all the information and 
explanations they have required; and, 

(b) whether, in their opinion, the balance sheet referred to in 
the report is properly drawn up so as to exhibit a true 
and correct view of the state of the company’s affairs ac- 
cording to the best of their information and the explan- 
ations given to them, and as shown by the books of the 
company.” 

The first injunction of the foregoing section is ‘the auditors shall 
make a report to the shareholders on the accounts examined by them.’ 
This injunction is usually ignored by auditors. Their reports may 
read: “We have audited the accounts,” or “We have audited the books 
and accounts,” etc., but having said this much, the auditors pass on 
to deal with the correctness, or otherwise, of the balance sheet. This 
is a serious inconsistency and the Legislation Committee of the Asso- 
ciation might properly give the matter their attention. 

It is not to be presumed that the auditor’s duty does not include 
the examination of the accounts, and it must also be admitted that 
shareholders appointing auditors, take it for granted that the auditors 
are following the steps which their professional skill indicates to make 
sure that the accounts of the company are correct. If this is so, it 
is not by accident that the auditor is required by law to report upon 
the accounts, and if the clause has been deliberately framed, the 
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auditor’s practice should conform with it. The reason for the anomaly 
seems to lie in the simple matter of the arrangement of the clauses of 
the section. 

Another point in connection with the auditor’s duty in relation 
to The Companies Act bears upon Section 111 of the Act, which is in 
the following terms: 

“111. (1) Every company shall cause to be kept proper books 
of account with respect to 

(a) all sums of money received and expended by the company 

and the matters in respect of which the receipt and expen- 
diture takes place; 

(b) all sales and purchases by the company; 

(c) the assets and liabilities of the company; 

(d) all other transactions affecting the financial position of 

the company. 

If a company is required by law to keep proper books of account, 
it is natural to assume that the shareholders might wish to know that 
this requirement was observed, and the auditor’s report is a proper 
medium for obtaining the assurance, 

The discussions at the convention turned for some time on the 
question of disclaimers in auditors’ certificates, and in that connection 
several references were made to test audits. 

It is true that the courts have done a great deal to clarify the 
definitions of an auditor’s duty and have laid upon shareholders their 
responsibility for understanding the limitations of the auditing func- 
tion, but the average shareholder takes little cognizance of the qualifica- 
tions in the auditor’s report and recognizes only that there is an 
auditor of repute, and on that fact the shareholder relies when he takes 
thought of the safety of his investment. 

If the auditing profession is to survive, it must be because 
it renders a service to the public, and if this service is to be constantly 
subjected to disclaimers, especially as to balance sheet audits and test 
audits, the public would ultimately resort to some other means of ob- 
taining the assurances which it desires. 

A test audit, if it means anything, can only mean that the 
auditor has made certain tests to satisfy himself that the accounts, 
as a whole, are correct. If the test fails to reveal an existing serious 
fault in the accounts, the auditor whose report appears on the com- 
pany’s balance sheet could scarcely escape censure. An exoneration of 
the auditor by the courts is not much solace to a suffering shareholder. 

The accounting profession in Canada seeks to do its full duty and 
The Companies Act reflects the highest achievement of accounting prac- 
tice. If we wish to secure consistency between the practice in the 
profession and the governing statutes, it would seem proper that an 
amendment should be sought to The Companies Act so that section 120 
would read as follows: 

(1) The auditors shall examine the accounts of the company 
for the period of their appointment and they shall examine the 
balance sheet laid before the company at any annual meeting dur- 
ing such period. 

(2) The auditors shall report to the shareholders upon the 
accounts and balance sheet examined by them, and the report shall 
state 

(a) whether they have audited the accounts of the company; 

(b) whether proper books of account have been maintained 

by the company; ; 
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(c) whether all transactions coming under their review affect- 
ing its financial position have been within the powers of 
4 the company and are correctly recorded in the books; 

(d) whether they are satisfied that the company is in posses- 
sion of the assets revealed by the balance sheet and that 
all the liabilities of the company are thereon shown or 
provided for; 

(e) whether they have obtained all the information and ex- 
planations they have required; and 

(f) whether in their opinion the balance sheet referred to in 
the report is drawn up so as to exhibit a proper view of 
the true state of the company’s affairs and whether the 
books of the company are in agreement with the balance 
sheet. 

If this amendment should be incorporated in the Act, the following 
would be a typical auditor’s report: 

“We have audited the accounts of the X.Y.Z. Company for the 

4 year ended 3lst December 1937. We report that the Company has 

ii maintained proper books of account and that all transactions com- 
ing under our review affecting its financial position have been 
within the powers of the Company and are correctly recorded in 
the books. We have examined the above Balance Sheet, dated 
3lst December 1937, and are satisfied that the Company is in pos- 
session of the assets revealed and that all the liabilities of the 

i Company are thereon shown or provided for. We have obtained all 

i the information and explanations we have required and we certify 

that in our opinion the Balance Sheet is drawn up so as to exhibit 

it a proper view of the true state of the Company’s affairs and that 
the books of the Company are in agreement therewith.” 


Yours very truly, 
JAMES TURNER. 


SS Re 
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OBITUARIES 


The Late Arthur Craig, C.A. 


The Institute of Chartered Accountants of Mani- 
toba regrets to record the death of Mr. Arthur Craig, 
which occurred on Sunday, 13th November 1938. 


Mr. Craig served his apprenticeship with Messrs. 
George A. Touche and Co. In 1920 he was awarded 
the Henderson Silver Medal for the general excel- 
lence of his papers in the Intermediate Examination, 
and in 1922 was admitted to membership on passing 
the Final Examination held that year. Shortly 
afterwards he entered the office of Messrs. Osler, 
Hammond & Nanton, where he remained to the time 


of his death. 


The Late Archibald Woods, C.A. 


The Society of Chartered Accountants of the 
Province of Quebec regrets to announce the death 
at Montreal on 10th November 1938 of Mr. Archi- 
bald Woods. 

The late Mr. Woods was a partner in the firm of 
Woods, Payne & Co., Montreal, and had been a 
member of the Quebec Society since 1925. 
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TERMINOLOGY DEPARTMENT 


The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principles on which 
the ideas connoted in the term defined are based. 


(Continued from November issue) 
M 

Maintenance: The cost of keeping plant, machinery and 
other assets in good repair. 

Maintenance Reserve: An amount which has been set 
aside out of profits to take care of maintenance. The re- 
serve is usually created by an annual charge to profit and 
loss in order to equalize the cost of maintenance against 
each year’s operations. The charge is usually based upon 
experience over a period of years, and the actual costs 
each year are charged against the reserve. 

Management: The individuals who are in general con- 
trol of the operations of a business; the active officers of a 
company or corporation. Sometimes also refers to the gov- 
erning body or board of directors. 

Manufacturing Account: An account in summary form 
prepared to show the cost of goods manufactured during 
the year. The account is debited with raw materials used, 
wages and all other expenditures connected with manufac-. 
ture; the total represents the actual cost of goods manu- 
factured, and is carried into the trading account. Sometimes 
the Trading Account is merged into the Manufacturing 
Account, in which case it is better to head it “Manufacturing 
and Trading Account.” 

Market Price: The prevailing price quoted on a particular 
day for comparable quantities sold under comparable con- 
ditions. As to merchandise, the price which may be reason- 
ably expected to be realized. As to stocks and bonds owned, 
the closing bid prices established on an unrestricted market 
are customarily accepted as being the market prices. 

Market Value: The total value of merchandise, stocks or 
bonds, etc. each unit of which is priced at its market price 
(q.v.) 
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Mark-up: The amount added to the cost of articles of 
merchandise to cover the cost of doing business and to 
provide a profit, thus arriving at selling price. A “mark- 
down” is a reduction in the selling price for any reason; 
in banking it is used to indicate the revaluation of securities 
when the market has declined. 

Marshalling the Assets: “Marshalling is another equit- 
able doctrine. Where one mortgagee has a mortgage cover- 
ing two properties, and another mortgagee has a subsequent 
mortgage covering one only of such properties, the court 
will “marshal” the properties by forcing the first mortgagee 
to resort to that property to which the subsequent mort- 
gagee cannot resort. The singly-secured mortgagee cannot 
interfere with the right of the doubly-secured mortgagee 
to resort to either of the two properties; but, if the doubly- 
secured mortgagee realizes his claims out of the property 
to which alone the singly-secured mortgagee can resort, the 
latter is entitled to be ‘subrogated’ to the place of the 
former, i.e., he is put in the place of the other and given a 
charge on the other property upon which formerly he had 
no claim.” (“Digest of Canadian Mercantile Law,” W. H: 
Anger.) 

It also refers to the order in which an executor must 
apply the assets of an estate in payment of the testator’s 
liabilities. 

Sometimes the term is used to indicate the order in 
which assets should appear on the balance sheet. 

Maturity: The condition of a payment becoming due, as 
on a note, mortgage or bond. “Maturity date” is the due 
date. “Maturing liability” is an expression used when a 
liability is nearing maturity, and “matured liability” when 
it has reached or passed its maturity date. 

Maturity Basis: The method of calculating the annual 
return of bonds or other investments bought at a premium 
or discount on the supposition they will be held until 
maturity. 

Memorandum of Association: A document which sets 
forth and defines the objects, powers and other particulars 
of a company in those Provinces where companies are 
formed by registration and not by letters patent. It is 
signed by the original members of the company when mak- 
ing application for incorporation, which comes into effect 
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on the issue of a certificate of registration by the Registrar 
of Joint Stock Companies. 

Merchandise: Wares, goods, commodities, any movable 
object of trade or traffic, specifically the objects of com- 
merce. In individual businesses, however, the term is used 
only for those objects of commerce in which they trade or 
deal, and is not applied to those acquired for the purpose 
of carrying on business. Thus in a furniture manufactur- 
ing business desks and chairs are “Merchandise;” in the 
office of a wholesale grocery they are “Office Equipment.” 

Merger: The consolidation of two or more companies or 
businesses in such a way that the individual assets or liabil- 
ities of each are no longer distinguishable. A merger can 
occur only when all the stock of the non-surviving merging 
companies is surrendered in exchange for new stock. 

In Britain this is a legal term meaning the swallowing 
up of one right into another, applied usually where the less 
is taken in by the greater. 

A simple or parol contract may be valid in itself, but if 
its terms are afterwards set out in the form of a deed, the 
simple contract becomes merged in the deed. 

Minimum Subscription: An amount or number of shares 
mentioned in a prospectus for a bond or share issue as the 
minimum on which the directors will proceed to allotment. 

Minority Interest: Shares in a company less than fifty 
per cent. of the total issue. The term is used in consolidated 
balance sheets to represent the book value of those shares 
of subsidiary companies which are not held by the holding 
company or one of the other member companies in the con- 
solidated group. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


It was rather late in the day and we were somewhat 
weary when we read: “It is not easy to see why, if the 
contract is not avoided when A knows of B’s mistake, 
though he does not share it, it should be avoided merely 
because he does share it. This in effect is the question 
which arose in....v..... , and which, it is submitted, 
was there answered in the negative.” Our mood being 
what it was we were inclined to accept this submission 
without reserve, and go to bed. But the authors designed 
otherwise and made the gentle reader follow them through 
the ramifications of a case which was not content with 
dividing the Court of Appeal but went on and divided the 
House of Lords. And then just as we imagined we were 
breaking our way out of the woods we were told: “The 
case is, of course, a final and binding authority for what- 
ever it decides, but there has been some discussion as to 
what this is.” 

We leave our readers to decide whether there is any 
logical connection between this experience and the circum- 
stance that shortly afterwards we found ourselves reading 
once more Mr. A. P. Herbert’s Uncommon Law. This is a 
collection in one volume (by Methuen) of the “Misleading 
Cases on the Common Law” which the author contributed 
to “Punch” over a number of years, together with some 
entirely new material. The humour of this volume is so 
rich and the satire upon English legal principles and pro- 
cedures so biting that it must inevitably relieve the tedium 
of law studies by giving them a fresh and very practical 
interest. Consider only a few of the titles: Fardell v. Potts 
(The Reasonable Man) ; Board of Inland Revenue vy. Haddock 
(The Negotiable Cow) ; Dahlia Ltd. v. Yvonne (Act of God) 
—and the possibilities which they afford! And certainly 
every chartered accountant who thinks that he might some- 
time be called upon as an expert witness should have read 
the case of Carrot & Co. v.. The Guano Association. 
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There has been much dispute amongst accountants as 
to the nature of cash discounts (on purchases) and the 
appropriate accounting treatment of these. According to 
one view cash discounts taken are an item of financial in- 
come and should be so shown on the operating statement 
for the period; according to another view they are ad- 
justments of cost of purchases which would be overstated 
if discounts were not deducted. In logic the second school 
appears to occupy a position which is almost unassailable, 
and yet seemingly the first view finds wide expression in 
practice. Possibly the existing situation can be explained 
as the survival of a traditional treatment from days when 
cash discounts were in fact a payment for the use of money. 


* * * 


PUZZLE SECTION 
Solution te Last Month’s Puzzle 
If the weights may only be placed on one side of the 
balance the answer is 1, 2, 4, 8, 16 and 32 lbs., i., six 
weights in all. If the weights may be plased in either pan 
the answer is 1, 3, 9 and 27 lbs., i.e. four weights in all. 


* * * 


STUDENTS’ ASSOCIATION NOTES 

ONTARIO 

The Chartered Accountants Students’ Association of 
Ontario was very fortunate this fall in having two out- 
standing men address them at dinner meetings held in the 
Oak Room of the Union Station. On 19th September Dr. 
W. A. Mackintosh of Queen’s University outlined the 
political and racial background of the tense European situa- 
tion existing at that time. This meeting was followed on 
3rd October by another interesting and instructive address 
by Mr. B. K. Sandwell, the editor of “Saturday Night.” 

Following the annual meeting of the shareholders of 
the Hope Washing Machine Company, Limited, held on 
18th October 1937, a special general meeting was held this 
year on 3rd November to consider the report of the share- 
holders’ committee which was appointed last year. This 
committee presented to the shareholders a comprehensive 
study of the finances, organization and management of the 
company, with the result that the board of directors com- 
posed of Messrs. J. Grant Glassco, C.A., President; J. R. 
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Church, C.A., 1st Vice-President; W. T. Brickenden, 2nd 
Vice-President; and R. F. Bruce Taylor, C.A., Secretary- 
Treasurer, was forced to resign. The meetings of this 
fictitious company have provided a means of demonstrating 
to the students phases of company law, methods of con- 
ducting shareholders’ meetings and the rights and liabili- 
ties of directors as well as many other points. 

The President and Council of the Students’ Association 
extend their best wishes for a Merry Christmas, success 
in the examinations, and an even Happier New Year. 


PROVINCE OF QUEBEC 

The first general meeting of the Society was to take 
place on 9th November, the program being arranged in 
two sections—the first, an address by Mr. Hazen Sise on 
“The Spanish War and its Possible Consequences to Can- 
ada”; the second, a general discussion of matters of in- 
terest to the members. The discussion forming the second 
part of the program was to be led by five-minute papers on: 

1. Standardized examinations with correspondence 

courses. 

2. University degrees and registration. 

3. Better looking female assistance in clients’ offices. 

The next meeting is planned for Friday, 2nd December 
in the form of a Smoker at the Windsor Hotel. 


DECEMBER, 1938. 481 








THE CANADIAN CHARTERED ACCOUNTANT 


PROBLEMS AND SOLUTIONS 


i Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather 
as such discussion and explanation of the problem as will make its 
study of benefit to the student. Discussion of solutions presented 
is cordially invited. 


PROBLEM I 
4 THE INSTITUTE OF CHARTERED ACCOUNTANTS 
I OF ONTARIO 
} INTERMEDIATE EXAMINATIONS, DECEMBER, 1937 
f 
i AUDITING No. 1. Question 1 
As auditor of the Dominion Quarry Co., Limited, you have been 
handed the following Balance Sheet and Surplus Account of the Com- 
pany, at September 30, 1937. 
ASSETS 
{ EE CEG a sui sachewiias ccd asnSedbobctcseseaeeee eee $ 500.00 
| QORey PIPOrtien DORON RE: oii aie k <6 i556). osc e's ees sce cence 1,102,500.00 
i} ee ICID 56-056 60,0 6 vin binnc'n 8d 00h op aces 300.00 
| is a o's ud ap been dpabiohie'e 3,500.00 
Real Estate Plant and Equipment ....................000- 1,085,000.00 
{ ee eer 39,000.00 
i Accounts Receivable and Investments .................... 180,000.00 
i en EE I I osc is'c 05s 0¥in cc cdoccecerbescesing 20,000.00 
$2,430,800.00 
j == 
i 
| LIABILITIES 
1 IRIN oo Soh ec oniccc. ca adbcueduewoavan ase $ 6,000.00 
i esc cw cae cdeace woos sa bbawceeks 180,000.00 
i EE SLR aie us Sb asa SS h beds Sins os ue Oaca's'e Soa" 500.00 
i cn caks obenbapevaievekekicd sae 162,500.00 
iH MGMGEVO Bor MGR TMG once occ eccecccscdcsccccccccess 6,100.00 
ge eee errs 620,000.00 
Al Reserve for Premium payable on Bonds .................. 5,000.00 
i IN ois ip rinnnansdteosusind ance age saver 1,438,300.00 
Ht I 6 cc cindihi ns chao eeGeNd Neneh sone soneeas 12,400.00 
ME 
$2,430,800.00 
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SURPLUS ACCOUNT 


Oct. 1, 1936— 
EE TAD COUR) TTI oss vk oo Ser eiccsewwscccs $750,000.00 
BRRSRMOS TROCTES BUTPIGS ook ccc csccccccccccccseees 65,000.00 


Sept. 30, 1937— 


To Reduction in value of Plant by amou 
ef Appraisal appreciation set up in 1924. “$600, 000.00 


By Profit on Sale of abandoned quarry 


BEODOTES oc caics cecccccvesaveeccveresice 500.00 
To Additional Income Taxes 1936 period ... 500.00 
To Net Loss, Oct. 1, 1936, to Sept. 30, 1937.. 52,500.00 
0 ER eer eer rere eri 162,500.00 


$815,500.00 $815,500.00 


In the course of your examination the following information is 
disclosed pertaining to the figures submitted to you: 


(1) The Asset “Trustee for the Bondholders” represents a cash 
balance in the hands of the Trustee available for a sinking 
fund for bond redemption. 


(2) Stock and Supplies on hand includes Stationery $800.00, Fuel 
$125.00, Dynamite $3,000.00. 


(3) Accounts Receivable and Investments include: 


ee eee 


Amounts owing by Shareholders ...............+.. $ 2,000.00 
Bond and Mortgage interest accrued .............. 1,250.00 
Dominion of Canada bonds at cost value .......... 98,000.00 


(Market value is $102,150.00). 
Life insurance policy on life of the manager at 

WU GET OIIOE VIMO. nooo sic tv ccciscccceescecs 15,000.00 
Pe TTI i.ie's5.55o bo 0509 00 ke Seeds ndness 20,000.00 
Advances to the manager to buy the company’s bonds 

to be held in trust for the company. (Secured 

by $20,500.00 of the company’s bonds held by 

5 eee Pee Peer site eieetAewetes 17,500.00 


(4) Accrued wages, etc., includes a provision for Provincial cor- 
poration taxes $1,600.00. 


(5) Reserve for Premium payable on Bonds $5,000.00 has been 
set aside to provide for premium that may be payable on 
bonds callable for sinking fund at 103. 


(6) The Capital Stock authorized and issued is as follows: 


Preferred 6% Cumulative Authorized $750,000.00 
Issued 688,300.00 
Common Authorized 750,000.00 


Issued 750,000.00 


(7) Arrearage of Cumulative dividends on the Preferred 6% 
Cumulative shares amounts to 74%%. 


Draw up the Balance Sheet and Surplus Account in a form which 
would provide the best information for the shareholders and for the 
company’s bankers. 
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DOMINION QUARRY CO., LIMITED 
SURPLUS—INCOME 
September 30, 1937 


1936 
ts RI oo ps rem PebNaeepeeeb dae $65,000.00 
1937 
Sept. 30 To Net Loss, October 1, 1936, to Sep.- 
SON Oy TORT sine isiisd cca ceses $52,500.00 
To Additional Income Taxes — 1936 
SEE «esis es eu mehee bees canes 500.00 
SE) ox) Sidecar en aks fasy pane ea aaa 12,000.00 
$65,000.00 $65,000.00 
1937 
a DS a5 ob a hhisdicegsceeec ravens $12,000.00 
SURPLUS—CAPITAL 
September 30, 1937 
1936 
Ss Sw SE I 4 seca aed kinsie aan kceiepe $750,000.00 
1937 
Sept. 30 To Appraisal appreciation set up 1924, 
ST Sete GUE. 60:6 0555 01000 aees0 $600,000.00 
By Profit on sale of abandoned quarry 
Re errr re 500.00 
io hicks Cate eee nieiaen 150,500.00 
$750,500.00 $750,500.00 
19387 
eee er re ere oe $150,500.00 
NOTES 


1. As the Statements are to be in a form to provide best information 
to the shareholders and the Company’s bankers, the Assets are 
set down, generally speaking, in the order of their expected con- 
version into cash and the liabilities in the order that they will 
be paid. 

2. Balance in hands of Trustee is not available for current realization 
and is shown separately from Current Assets. 

3. Supplies on hand—Stationery, Fuel and Dynamite, might properly 
be treated as deferred charges and therefore would be separated 
from the Stock on hand. 

4. Amounts owing by Shareholders should be set out separately. 

Bond and Mortgage interest accrued could preferably be shown 
separately from the Trade Accounts Receivable. 

Dominion of Canada Bonds should be set out separately. They 
might be included at market value but unless it is proposed to 
convert them into cash in the early future there should be no 
objection to including them at cost and noting the market value. 


DECEMBER, 1938. 485 





i 
} 
i} 
i 
! 


Sere are 


THE CANADIAN CHARTERED ACCOUNTANT 





As these bonds and the Life Insurance policy are available to be 
converted into cash, I have included them among the Current 
Assets. 

The Mortgage Receivable is not included with the other invest- 
ments as a Current Asset as this is probably of a much less 
liquid nature. 

Advances to buy the Company’s bonds is shown as a separate asset 
to be liquidated when the bonds are turned in for cancellation 
or sold to the Trustee for sinking fund purposes. 

5. Provision for Provincial Corporation taxes is shown separately in- 
dicating that such provision has been made. 


PROBLEM II 
THE INSTITUTE OF CHARTERED ACCOUNTANTS 
OF ONTARIO 
FINAL EXAMINATIONS—DECEMBER 1937 
ACCOUNTING No. 2. Question 3 


(a) From the following information prepare a statement of the 
totals on which Provincial succession duties payable by the residuary 
legatees would be based: 

Estate Assets taken over by Executors on 1st March, 1937 
(date of death of deceased): 
Canadian Stocks and Bonds: 


NE EE Mie tances swab awe ennce ees dae awe $150,000.00 
Market Value at date of death .................eeeee 200,000.00 
United States Stocks: 
NN roles aw ssn ae nga aes ma sae.nie.or 20,000.00 
Market Value at date of death .................2.. 30,000.00 
MEE Sn scars ease ROS tak 4 esd bie 68055500500 00 50,000.00 
DS oe tebe Wc lea wes bu eis Seles se eee Gab es 10,000.00 
I I a Ss eign dieW alee Sa SO Rw ER 5,000.00 
Personal Jewellery and Furniture .................05- 5,000.00 
NIE 6G 6c bh aus bun cd cep enwebeenees e 1,000.00 
Sundry Accounts Payable by Deceased at time of death .. 5,000.00 
ee Ce 5 5G au ewe Soe bins sake deen keaton sis 2,500.00 
NE NN cin: sais dels ai aiane oie.ew slaw abies 500.00 
Legal Fees in obtaining probate of Will ................ 300.00 
Accountants’ Fee in preparing statement of Assets ...... 200.00 
Taxes were unpaid on Real Estate for the Year 1937 total- 
POPs oP oe et ye ee eee PCP ree ee tae 1,000.00 
Income Taxes paid ‘by executors covering period from 1st 
ee ea errr er reer rie rere 200.00 
OD NN Is SS ots oh 5S ala Ni DENG a's bee's os 1,000.00 


The Will of the deceased, who resided within the Prov- 
ince, provided for the distribution of the Estate as 


follows: 
Motor Car is bequeathed to a brother. 
Specific Legacies to a friend ............cccccccccccccces $ 15,000.00 
Erection of a stone at Cemetery Plot ................0000- 1,000.00 


Pay annuity to deceased’s mother of $100.00 per annum 
during her lifetime (Valued at date of death at $1,500.00) 
Pay residue of Estate to son now 15. 
Pay funeral and testamentary expenses. 
No provision was made in the will relative to succession 
duties. 
During the lifetime of the deceased he made the follow- 
ing cash payments: 
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EP IE Sh De a S88 oo in chic eke SESS sc cise e’ $35,000.00 
ey OD BEINN, obs Se cice seis ceccecesenecees 1,000.00 
poe Be PPI Tr eee ee 1,000.00 
coe eo ee Pre er rere re 200.00 
To his mother in 1929 (to cover the transfer of the title 

10 Gd TAREE PEE ROMNE) oi cc cccccicccccccsecsetees 15,000.00 


Accrued Interest on the Investments at the date of death 
was as follows: 


RT LL a Or ee 1,000.00 

SE ER e ano aint Nes GoW bin bb NEAKG OUP OS ad eww aes 300.00 
Accrued Rents on Real Estate were ..........0eeeeeeees 100.00 
Rents owing on Real Estate—(Collection of which was con- 

I I. xe nin wicneenekas Weegdaskcsickees0000 ee 50.00 


The Assets at date of death included $5,000.00 Dominion of Canada 
Tax Free bonds costing $5,000.00 with a market value at date of death 
of $5,300.00. 

All assets were held within the Province where the deceased was 
domiciled at the time of death, except the stocks held in United States. 


SOLUTION 


The following solution is based on the provisions of the Ontario 
Succession Duties Act in force at March ist 1937: 

In order to determine the basis on which Provincial Succession 
duties would be payable by the residuary legatee it would be necessary 
to determine as to the date of death, 1st March 1937: 

(1) The aggregate value of the whole estate. 
(2) The dutiable value of the Residuary Legatee’s share of the 
Estate. 

(1) The total aggregrate value of the whole Estate would be as 
follows: 

Canadian Stocks and Bonds (Cost $150,000.) 


I SE 5's orn a le midibiare daa tee welds o's wed es $200,000.00 
Accrued Interest on stocks and bonds .......... 1,000.00 
United States Stocks (cost $20,000.) 

ET I as 4 Gio h sietiae o4-v.Gls wwledled #509 Keene 30,000.00 
IE, 66s 6 oven bos secs vanes owe $50,000.00 

PN SOOO, ok oo 6 i sie sos tease 300.00 50,300.00 

ESD ET CETL EOE OC TELE RP OR rae 10,000.00 
SEES eee oT ee Tee Ce rere 5,000.00 
Personal Jewellery and Furniture ............. 5,000.00 
SE TN ba gba 56.0 ASH 08 Ohare e Hs Ree celes 1,000.00 
Accrued Rents on Real Estate ..............045 100.00 
$302,400.00 

Deduct: 

Liabilities: 
Sundry Accounts Payable by Deceased at 

EE a9 6: 0's d10's: <A we oalae anaes $ 5,000.00 
UE NG ic ise sus sisedonsesesawsws 2,500.00 
Sere OMTE POO ie os ie oe ict ev dacs 500.00 
Real Estate Taxes for two months of 1937 

Ges ee ee ee ee ee eee 166.67 


Income Taxes paid by Executors covering 
period prior to death of deceased 


TO RE Sees csc ccddassowes eas $1,000. 
Period from ist Jan. 1937 to ist 
Se Serr ere eer eey, 200. 1,200.00 9,366.67 
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THE CANADIAN CHARTERED ACCOUNTANT 


Net value of Estate at time of death of 


ee cs cei scar asks a beWe wees kms $293,033.33 
Add: Gifts Intervivos (during lifetime) 

CE 6 ccs a o's ewes cdeseeueee $35,000.00 

NN IR IED aro aicss lk Wie aint  Siesv5's «9:6 were 1,000.00 

RED orien sce esnsddes 60 oneb ou eS 1,000.00 

Be aS 5 55s e chinwensverireve 200.00 37,200.00 

Total Aggregate Value of Estate .......... $330,233.33 


(2) The dutiable value of the Residuary Legatee’s portion of the 
Estate would be calculated as follows: 


Amounts 
Amounts Liable 
Passing to Deductions for Suc- 
Beneficiaries ete. cession Duty 
To Mother, Legacy ..$ 1,600.00—Exempt ...... $ 1,500.00 
To Sister, Gift inter- 
WOE wtccerecae 2,000.00—1/36 of $20,000. 555.55 1,444.45 
To Brother, Legacy .. 1,000.00— 1,000.00 
Tolst Stranger, Gift 
intervivos .... 200.00—Exempt ...... 200.00 
To 2nd > -syesenees Leg- 
i re 15,000.00— 15,000.00 
To Bae Gift inter 
WEUUD  écaccausx 35,000.00—35/36 of 20,000. 19,444.45 15,555.55 
To Son, Residue of Es- 
PDD cc cicccecs 275,533.33 275,533.33 
Total as above. ..$330,233.33 $21,700.00 
Deduct: 
Exemption for gifts 
intervivos to members 
of family, made more 
than 3 years prior to 
date of death (of $36,- 
000.00) as apportioned 
under deductions 
EEE Teer Te 20,000.00 
Exemption for gift 
intervivos to stranger 
—amounts passing to 
one person not in ex- 
cess of $500.00 ...... 200.00 
Annuity to Mother 
SUE Sects vectovas 1,500.00 
$308,533.33 $308,533.33 


Residuary Legatee’s taxable estate is as follows: 
On Gifts intervivos ...... $ 15,555.55 
On Residue of Estate .. 275,533.33 


$291,088.88 


Note: Duty payable on U.S. Stocks and bonds is not allowable either 
as a debt or as a deduction from Duty Payable. 
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